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ANOTHER LOOK AT COST OR MARKET 
WHICHEVER IS LOWER 


GEORGE R. HusBAND 


considerable importance for purposes 
of both the balance sheet and the in- 
come statement. In the former, the inven- 
tory evaluation influences the current- 
asset total, the grand total of all the assets, 
and the surplus figure; in the latter, the 
inventory evaluation materially influences 
the figures for cost of goods sold and for 
net profit. The general rule for purposes of 
balance-sheet evaluation is that assets 
should be exhibited at cost, whereas for 
purposes of the income statement the gen- 
eral rule has held that evaluations should 
be on such a basis that profits (and oper- 
ating business losses) will be taken up only 
on the basis of sales. These rules are inter- 
related, as well as consistent with the con- 
cept of historical accounting. Departure 
from them represents a violation of real- 
ized, experiential accounting and must be 
justified on other grounds. Notwithstand- 
ing these general rules it has long been 
considered good practice to evaluate the 
inventories on the basis of cost or market 
whichever is lower, thus frequently exhibit- 
ing the asset at less than cost. Correspond- 
ingly, so-called losses which have not been 
crystallized by the act of sale are taken 
up in the income statement. The princi- 
pal reason advanced in support of this 
practice has been that it is conserva- 
tive. 
While it is true that this procedure al- 
ways results in showing the lower figure of 


T= EVALUATION of inventories is of 


cost or the market value in the balance 
sheet and that in this respect it is conserva- 
tive, its effects upon the income figures of 
successive income statements are not uni- 
form. The latter may be summarized into 
four situations: (1) a situation in which the 
amount by which the market value is lower 
than cost is the same for both the initial 
and the final inventories of a given period; 
(2) a situation in which the difference be- 
tween the cost figure and the market value 
of the final inventory is greater than the 
difference between the cost figure and the 
market value of the initial inventory; (3) 
a situation in which the difference between 
the cost figure and the market value of the 
final inventory is less than the difference 
between the cost figure and the market 
value of the initial inventory; (4) a situ- 
ation in which the final inventory is on the 
basis of cost and the initial inventory is 
expressed in terms of a market value lower 
than cost. The effects of these four rela- 
tionships and certain general conclusions 
to be drawn from them may best be set 
forth by means of illustrations. 

As a base against which the influence of 
the cost-or-market-whichever-is-lower rule 
may be measured, it is assumed that the 
initial inventory for Year I evaluated at 
cost is $40,000; that the final inventory at 
cost is $60,000; and that the final inven- 
tory for Year II at cost is $80,000. Partial 
income statements prepared with the aid 
of these figures appear as follows: 
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Year I 
Cost of Goods Sold: 
Initial Inventory (at cost)... $ 40,000 
$430,000 
Final Inventory (t cost).... 60,000 370,000 
Year II 
Cost of Goods Sold: 
Initial Inventory (at cost).... $ 60,000 
440,000 
00 ,000 
Final Inventory (at cost)..... 80,000 420,000 
$ 90,000 
CASE A 


If it is assumed that the cost-or-market- 
whichever-is-lower inventory figure for 
Year I is $49,000 and that the cost-or- 
market-which-ever-is-lower figure for Year 
IT is $69,000, the following results are ob- 
tained by using these amounts: 


Year I 
Cost of Goods Sold: 
Initial Inventory (at cost)... $ 40,000 
$430,000 
Final Inventory (at c. or m.). 49,000 381,000 
Year IT 
Cost of Goods Sold: 
Initial Inventory (atc. orm.) $ 49,000 
440,000 
$489 ,000 
Final Inventory (at c. or m.). 69,000 420,000 


Since the cost-or-market-whichever-is- 
lower figure for the final inventory of Year 
Tis less than the cost figure used in the base 
illustration by $11,000, the cost-of-goods- 
sold figure is increased correspondingly and 
the gross profit decreased by an equivalent 
amount. The method may therefore be 


said to incorporate the market decline jn 
the income statement and to be conserva- 
tive to the extent of the decline. It is ob- 
jectionable, however, to exhibit the market 
decline as an increase of the cost of goods 
sold, since it serves to conceal the facts and 
to confuse the ratio relationships. Prefer- 
ably, the differential should be shown asa 
nonoperating financial deduction, if it is to 
be shown at all. 

For Year II the cost-or-market-which- 
ever-is-lower figures for both the initial 
and the final inventories are less than the 
cost figures by an equal amount, $11,000. 
Since the reduction in the initial inventory 
decreases the cost-of-goods-sold figure by 
the same amount that the reduction in the 
final inventory increases it, the result is a 
gross profit of exactly the same amount as 
that secured when the cost figures are used. 
Comparatively, the profit figure is not 
stated conservatively, since it is the same 
amount as that which would be obtained 
if the figures for the two inventories were 
on a cost basis, the basis from which con- 
servatism must be measured. The fact of 
importance is that the cost-or-market- 
whichever-is-lower influence upon the in- 
itial and the final inventories is exactly 
counteractive. From the standpoint of 
mere money accounting it makes no differ- 
ence whether the factor which contributes 
to the lower market figures is solely the 
result of a change in prices or of a change 
in quantities, or whether both a change in 
prices and a change in quantities contrib- 
ute to the resulting differences. 

It is evident that the Year II balance 
sheet still remains in a conservative position 
since the cost-or-market figure exhibited is 
$11,000 less than would be the case if the 
cost figure had been used. The offsetting 
conservatism on the right-hand side is in 
the surplus figure, which is $11,000 less 
than if cost figures were used, because of 
the reduced profit credit of the preceding 
year. 
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CASE B 


If it is assumed that the cost-or-market- 
whichever-is-lower inventory figure for 
Year I is $49,000, and that the cost-or- 
market-whichever-is-lower figure for Year 
II is $65,000, the following results are ob- 
tained: 


YearI 
Cost of Goods Sold: 
Initial Inventory (at cost).... $ 40,000 
$430,000 
Final Inventory (at c. or m.). 49,000 381,000 
Year II 
Cost of Goods Sold: 
Initial Inventory (atc. orm.) $ 49,000 
$489 ,000 
Final Inventory (at c. or m.). 65,000 424,000 


In this case the final inventory figure for 
Year I is $11,000 less, and the final inven- 
tory figure for Year II is $15,000 lower, 
than if the cost figure had been used. The 
result is an $11,000 reduction in the profit 
figure for Year I below what would have 
been obtained if the cost figure had been 
used, and a profit for Year IT $4,000 lower 
than if the cost figure had been used. The 
effect of using the cost-or-market value 
of the initial inventory for Year II is to 
reduce the cost-of-goods-sold figure by 
$11,000; the result of using the cost-or- 
market final inventory figure is an increase 
of $15,000 in the cost-of-goods-sold figure 
(in both cases the differences are measured 
from cost). The final effect is a net de- 
crease of $4,000 in profit. It may be con- 
cluded, then, that as respects the income 
Statement of any given year the relative 
conservatism afforded by the use of the 
cost-or-market-whichever-is-lower method 
will depend upon the amount by which the 
reduction in the final inventory figure ex- 


ceeds the reduction in the initial inventory 
figure. The resulting conservatism added 
to the algebraic effects of prior years will 
afford the proper reduction in surplus to 
support the total-asset reduction for the 
current year. 


CASE C 


Assume again that the cost-or-market- 
whichever-is-lower figure for the final in- 
ventory of Year I is $49,000 but that the 
cost-or-market-whichever-is-lower figure 
for the final inventory of Year IT is $74,000 
The following depicts the situation: 


Year I 
Cost of Goods Sold: 
Initial Inventory (at cost)... $ 40,000 
390,000 
$430,000 
Final Inventory (at c. or m.). 49,000 381,000 
Year II 
Cost of Goods Sold: 
Initial Inventory (atc. orm.) $ 49,000 
440 ,000 
Final Inventory (at c. or m.). 74,000 415,000 


In this case the cost-or-market-which- 
ever-is-lower figure for the final inventory 
of Year I is again lower than the cost figure 
by $11,000. The cost-or-market-which- 
ever-is-lower figure for the final inventory 
of Year II is less than the cost figure by 
$6,000. The result is an increase in the 
profit figure of $5,000 over and above the 
profit figure that would have been secured 
had the inventory figures been at cost. 
This is the amount by which the reduction 
of the initial inventory figure, $11,000, ex- 
ceeds the reduction of the final inventory 
figure, $6,000. The reduction in the initial 
inventory figure reduces the cost-of-goods- 
sold figure by $11,000; the reduction of the 
final inventory figure increases the cost-of- 
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goods-sold figure by $6,000. The net result 
is an increase of $5,000 in the profit figure. 
It may be concluded, then, that the use 
of the cost-or-market-whichever-is-lower 
method will increase the profit figure of 
any given year over and above the figure 
which would have been obtained had cost 
figures been used for the inventories by an 
amount equal to that by which the reduc- 
tion of the initial inventory figure exceeds 
the reduction of the final inventory figure. 


CASE D 


Assume that the cost-or-market-which- 
ever-is-lower figure for the final inventory 
of Year I is $49,000, and that the cost-or- 
market-whichever-is-lower figure for Year 
IT is the cost figure. or $80,000. The follow- 
ing illustrations exhibit the effects: 

Year I 
ost 


Cost of Goods Sold: 
Initial Inventory (at cost)... $ 40,000 


$430,000 
Final Inventory (at c. or m.). 49,000 381,000 
Year II 


Cost of Goods Sold: 
Initial Inventory (atc. orm.) $ 49,000 


$489,000 
Final Inventory (atc. or m.).. 80,000 $409,000 


The profit figure for Year II is $11,000 
greater than if the inventory cost figures 
had been used throughout, thus offsetting 
entirely the decrease in the profit of Year I 
which resulted from the use of the cost-or- 
market-whichever-is-lower method of 
evaluation. It is evident that under the 
cost-or-market-whichever-is-lower method 
full recovery of the profit deficiencies of 
previous years will be secured whenever it 
is necessary to use the cost figure for the 


final inventory instead of a lower market 
figure. 
SUMMARY 
In summary, the following conclusions 
respecting the use of the cost-or-market- 
whichever-is-lower method of inventory 
evaluation, previously stated, are evident: 

1. Whenever the initial inventory is at 
cost and the final inventory at a mar- 
ket evaluation lower than cost, the 
profit for the year will be reduced by 
the amount of the difference between 
the cost and the market value of the 
final inventory. 

2. If the differences between the cost 
figure and the market-value figure for 
the initial and the final inventories 
are the same, the profit figure for that 
year will be the same as if both in- 
ventories had been stated at cost. 

3. If the difference between the cost fig- 
ure and the market-value figure of 
the final inventory is greater than the 
difference between the cost figure and 
the market-value figure of the initial 
inventory, the profit figure for the 
year will be reduced by the amount 
by which the former difference ex- 
ceeds the latter difference. 

4. If the difference between the cost fig- 
ure and the market-value figure of 
the final inventory is less than the 
difference between the cost and the 
market value of the initial inventory, 
the profit for the year will be greater 
by the amount by which the former 
is less than the latter. 

5. If after market values lower than cost 
have been used for any period of time 
a final inventory, consistent with the 
formula, is stated at cost, all of the 
previous remaining profit decreases 
resulting from the use of lower mar- 
ket values in the past will be ex- 
pressed as an increase in the profit of 
the year in which the final inventory 
is so stated. 
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While it is true that the cost-or-market- 
whichever-is-lower method expresses as a 
balance-sheet decrease for any given year 
the amount by which the market value of 
the final inventory is less than cost, the 
over-all effect upon the profit of any given 
year will, as indicated above, depend upon 
the relative effect which the use of the 
method has upon the initial as well upon 
the final inventory. Because of the counter- 
active influence of the two inventory fig- 
ures, the profit for any given year may be 
less conservatively stated than if cost were 
used. 


Cost or Market Whichever is Lower 
Contrasted With Other Methods 


Although no single statement will ade- 
quately cover all situations, it is evident 
that the results obtained by using the cost- 
or-market-whichever-is-lower methed tend 
to run in a direction opposite from those 
to be secured from using the modernly 
popular first-in, last-out method of evalu- 
ating inventory. In a rising market the in- 
ventories under the cost-or-market-which- 
ever-is-lower rule will generally be evalu- 
ated at cost, thus allowing the speculative 
profit resulting from increasing prices to 
be taken up in the year of sale. The first-in, 
last-out method tends to evaluate the in- 
ventories at the older and presumably 
lower costs, thus decreasing the inventory 
figures, increasing the cost-of-goods-sold 
figure, and decreasing profit. When the 
price level is declining, the inventories 
under the cost-or-market method tend to 
be expressed at market prices, thus, with 
allowance for the relative influence of the 
initial and final inventories, contributing 
to a presentation of decreased profits. The 
first-in, last-out method, on the other hand 
tends to result in the expression of greater 
profits during a declining market than if 
cost figures were used. The effects of us- 
ing the cost-or-market-whichever-is-lower 
method thus tend to be the same as those 


secured from the use of cost figures when 
the price level is rising. When the market 
is falling, the method contributes to the 
showing of a decrease in profits, with al- 
lowance, again, for the relative influence 
of the initial and the final inventories. The 
tendency, probably, is to magnify the evil 
effects of a decline in profits during a fall 
in the cycle but to contribute little or 
nothing when the cycle is ascending. 

It is sometimes held that the lower value 
secured by using cost or market whichever 
is lower is really the proper cost or portion 
of cost to be carried forward to the suc- 
ceeding period, since it thus enables the 
succeeding period to exhibit a normal 
profit. Why a procedure dedicated to ex- 
hibiting the effects of actual, crystallized 
experiences should write off a portion of 
cost on the basis of a situation not crystal- 
lized by experience is not clear, but it 
would appear that such a statement of the 
case is fictitious. When a market value is 
used, it is market value that is used and 
not a portion of cost. The fact that the 
lower market value is mathematically 
equal to a portion of cost is hardly suffi- 
cient to justify the conclusion that it is a 
portion of cost. It does not follow that two 
items which are equal mathematically are 
necessarily the same. The recognized prac- 
tice is to substitute the market figure for 
cost and not to write off a portion of cost. 
If a portion of cost is really used, then ob- 
viously it is cost and not market, and the 
method should be designated a cost method 
and not a cost or market method. To argue 
otherwise is to play with words in a man- 
ner which is hardly justified. 

If the argument were sound, which it is 
not, it would be just as applicable to fixed 
assets as to inventory. In all cases only 
the cost applicable to future periods should 
be carried forward. The existence of a mar- 
ket value less than cost would therefore 
make it reasonable to argue that the cost 
upon which future depreciation should be 
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based is the market value. There are argu- 
ments which tend to support the basing of 
depreciation upon market values, and 
arguments which tend to support the con- 
clusion that depreciation computed on 
market value is the proper burden to be 
charged against a given period, but these 
frankly and honestly are not based on the 
arguments supporting historical account- 
ing. Nor do they make the error of holding 
that the market value is really a portion of 
cost. 

However, if for the sake of argument it 
should be granted that the market value 
carried forward is really a portion of cost, 
why is it proper to carry forward only a 
portion of the total cost? So that the suc- 
ceeding period may exhibit a normal profit? 
Actually, of course, a lower market value 
existing at the close of the fiscal period 
need not always mean a loss of profit in the 
following period. Selling prices are not al- 
ways adjusted downward to accord with a 
decline in current buying costs. In the sec- 
ond place, not all the declines in market 
value are permanent. It is frequently the 
case that a counter market movement 
restores the buying price prior to the sale 
of the inventory. It should further be noted 
that when the question is stated in this 
way the loss which is feared is not a loss of 
cost but a loss of potential profit. Actually 
a decline in market value need not mean 
a loss of cost, and in a large number of 
cases probably does not mean such a loss. 
In this sense the loss with which the argu- 
ment is concerned is not the usual account- 
ing loss involving a situation in which cost 
evaporates; it is rather a loss of future 
profit opportunity, which in the account- 
ing sense is not an experiential loss at 
all, which is involved. Fundamentally, 
the cost-or-market method really means 
that the profit of a current period rather 
than the profit of a future period is re- 
duced. 


Further, since when has it become 
proper accounting for profit potential to 
determine recorded cost? Accounting cost 
is the result of a purchase experience, and 
accounting profit is the result of the sale of 
a product above the experienced cost. If 
goods become obsolete or are destroyed it 
is proper to reduce the cost carried for- 
ward, because the physical quantity car- 
ried forward is reduced; only the cost of 
that reduced physical quantity can there- 
fore properly express the accounting bene- 
fit conferred upon the succeeding period. 
When the physical quantity carried into a 
later period is not reduced, however, there 
can hardly be a corresponding justification 
for reducing the cost carried forward. The 
argument that cost or market whichever is 
lower provides us with the proper portion 
of cost to be charged against the next pe- 
riod appears to involve the transference of 
a principle based upon a physical situation 
to a value situation and thus to be incon- 
sistent with the experiential basis of ac- 
counting. The market value carried for- 
ward may be the proper burden to charge 
against the following period, but as such it 
is the economic cost and not the experien- 
tial accounting cost of the physical goods 
transferred to the later period. The argu- 
ment that it is cost which is carried for- 
ward violates the very definition of ac- 
counting cost and has much more the 
appearance of rationalization than of 
straightforward analysis. 

In conclusion it seems clear that the 
cost-or-market-whichever-is-lower method 
of inventory evaluation results in profit 
manipulation rather than in revelation of 
historical profit. In view of the current em- 
phasis upon the income statement it would 
appear to be desirable either to revise the 
concept of historical accounting or to dis- 
card the practice of evaluating the inven- 
tory on the cost-or-market-whichever-is- 
lower basis. 
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SIGNIFICANT CONTRIBUTIONS OF 
MODERN INTERNAL AUDITING 
TO MANAGEMENT 


Curtis T. 


diting has been developed to provide 

the protection management needs, in 
the same sense that external auditing 
(public accounting) has developed to pro- 
vide the protection investors need. As one 
of my colleagues in the Institute of In- 
ternal Auditors has well said, “Necessity 
created internal auditing and is making it 
an integral part of modern business. No 
large business can escape it. If they haven’t 
got it now, they will have it sooner or later, 
and, if events keep developing as... at 
present, they will have it sooner.’ 

Perhaps I am in an exposed position. 
But through review of Institute member- 
ship applications and other Institute af- 
fairs, I have been able to view closely the 
stream of internal auditing activity and to 
notice what appears to be almost a rash of 
activity. In the past three or four years 
certainly dozens of cases have come to my 
attention in which business organizations 
in the United States and Canada have 
undertaken the establishment of internal 
audit functions or the establishment of 
such functions on a new and improved 
basis. And the companies whose manage- 
ments have authorized these steps include 
many from the aristocracy of business, as 
well as many from the war-born or war- 
developed enterprises. 

Internal auditing is not new. Internal 
auditing staffs were maintained by a con- 
siderable number of concerns prior to 1900. 
Internal auditing functions have been car- 
tied on in one way or another down 


G iting broadly, modern internal au- 


‘Arthur E. Hald, Internal Auditing Philosophy and 
Practice (Brock and Wallston, 1944). 
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through the ages. No organization is too 
small, and no organization is too large, for 
some internal auditing. The proprietor of 
the corner grocery, whether he knows it or 
not, is continually performing internal au- 
diting functions, that is, verifying that his 
employees, his customers, and hi$ neon 
sign are performing according to instruc- 
tions or in the expected manner. No or- 
ganization is so large and so well organized 
but that there are some operations on 
which the so-called “automatic” checks 
and controls are not feasible, or such 
checks and controls require verification to 
assure continued effectiveness. 

The current widespread interest in in- 
ternal auditing in the United States may 
be attributed to a number of factors, in- 
cluding (1) the emphasis given to the 
primary responsibility of management for 
the company’s financial statements in in- 
vestigations, conducted during the late 
thirties, such as the McKesson & Robbins 
and certain other widely publicized cases; 
(2) the increased responsibilities of man- 
agement under the social legislation of the 
thirties and currently, and the pressure of 
war contract control and reconversion ; and 
(3) the increased awareness of manage- 
ment, and of internal auditors as well, of 
the possibilities of managerial control 
through internal auditing, as brought 
about by the recent development of litera- 
ture on the subject and the work the Insti- 
tute of Internal Auditors has done and is 
doing to explore the areas of business in 
which the auditing technique can be ef- 
fectively applied. 

Not until 1941 was there a book on the 
subject of internal auditing that treated 
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the subject in a comprehensive manner. 
Late in 1941 the Institute of Internal Au- 
ditors was organized as a technical and 
professional organization devoted to the 
interests of the internal auditor. In four 
years the Institute has become an active 
organization, arranging forums throughout 
the United States and in Canada for dis- 
cussion, clarification, and identification of 
the important principles upon which in- 
ternal auditors can agree and place corre- 
sponding reliance, making possible wide 
and current interchange of ideas for im- 
provements in auditing technique in old 
fields and for useful extensions into broader 
fields, and providing a growing, and even 
now, a substantial volume of literature on 
a subject long overdue for development, 
that sets forth the management as well as 
the technical accounting and auditing as- 
pects of internal auditing. 

The titles of some of the Institute’s pub- 
lications sufficiently indicate the scope of 
the task the internal auditors, as a profes- 
sional group, have set for themselves. In- 
ternal Auditing, A New Management Tech- 
nique was published in 1943; in the same 
year also Management Control Through In- 
ternal Auditing; followed by Internal Au- 
diting Philosophy and Practice in 1944, and 
Internal Auditing Now and After the War 
in 1945. 

Modern management is finding that 
modern internal auditing is not just a 
means of checking up on the petty cash 
funds and payroll bank accounts to see 
that the system of internal control of cash 
and receivables and merchandise is func- 
tioning. It is finding that the techniques of 
auditing, verification by test check, physi- 
cal inspection, record analysis, and com- 
mon-sense appraisal in the light of the 
facts developed afford a means of doing 
something more than keeping the cashier 
honest. It is finding that sales managers, 
branch managers, and construction engi- 
neers, being human, all give a better per- 


formance and give a more factual report, 
for example, on the actual working of a 
new operation or policy when they know 
that the auditor will call for an accounting, 
for a look at the record of performance. 

The place of internal auditing in man- 
agement is to my mind rather well indi- 
cated by the following passage which I 
will quote from an article in a recent issue 
of the Harvard Business Review:? 


The Elements of Administration 


(1) Determining policy for lines of action, 
within the limits of discretion established 
by higher authority. 

(2) Establishing and maintaining an organiza- 
tion of people to carry out policy; allocat- 
ing functions and responsibilities to sub- 
ordinates. 

(3) Securing action through the organization 
established, and in line with the policies 
determined. 

(4) Assuring coordination and follow-through 
on action. 

(5) Making continuing and periodic checks to 
serve as a basis for corrective action or 
policy revision. 

(6) Anticipating any problem arising from 
changed conditions, internal or external; 
and revising policy, organization, and fol- 
low-through to meet it. 


Clearly the functions of the internal au- 
diting department lie within the fifth ele- 
ment of administration, namely, in the 
making of periodic checks to serve as 4 
basis for corrective action or policy revi- 
sion. Obviously, internal auditing is not 
the sole means, but just one of the means 
or tools by which management makes 
checks to serve as a basis for corrective ac- 
tion or policy revision. Also it may be ob- 
served that though the responsibility of 
internal auditing lies entirely within this 
fifth element of administration, its contri- 
butions to management include some no- 
table direct assistance in certain other of the 
elements mentioned, particularly in giving 


2 “Education for Administration,” by Dan Throop 
Smith, April, 1945. 
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direct help in assuring coordination and 
follow-through and in anticipating prob- 
lems arising from changed conditions, and 
incidental help in the necessary revising of 
policy, organization, and follow-through. 

Possibly the place which internal au- 
ditors are assigning to themselves as the 
special investigators, the “seeing eye”’ of 
top management, seems in some situations 
an unwarranted arrogation of responsibili- 
tis. However, in the language of the 
lawyer, the onus to a considerable extent 
is on the individual or organization that 
questions the assignment of such responsi- 
bilities, in view of the fact that the man- 
agements of so many top-ranking com- 
mercial, industrial, and financial concerns 
have come to the view that they must have 
as a part of their organizations an internal 
audit staff with the independent status and 
the necessary qualifications to carry on 
functions of the type indicated. 

Probably the most significant contribu- 
tion that modern internal auditing can 
make and is making to management is that 
of assistance in coordinating the perform- 
ance of an organization with its objectives, 
as these are set out by, or exist in the 
minds of, the owners or general manage- 
ment. Brief mention of a few specific ex- 
amples taken from Institute literature and 
my own experience will serve to show 
something of the needs which have given 
rise to these and other ways in which in- 
ternal auditing has increased its usefulness 
to management, and will indicate as well 
that not all the modernizing has been done 
yet, that the Institute’s influence for self- 
improvement among internal auditors has 
a good many corners to reach into yet, and 
that management’s understanding of the 
possibilities of internal auditing is likewise 
hot universal or complete. 

For example, an independent investi- 
gator’s report had the following to say last 
year to the management of a company 
that for years had maintained a staff of 
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nearly a dozen auditors: 


Audits made at present appear to be inade- 
quate in that little check is made of disbursements. 
In addition to covering agents’ accounts the 
audits should cover imprest funds; payrolls, time- 
keeping and related functions; stores activities, 
including inventories, pricing and distribution; 
organization of clerical and accounting work, in- 
cluding efficiency and capability of personnel; 
check of cash, securities and funds of Treasury 
Department (now checked by a bookkeeper from 
the general books section); and checks of other 
departments. 

Sufficient staff should be provided so that 
auditors will be available for the training of new 
employees and for relief of key accounting em- 
ployees and agents during absence because of 
sickness, vacation, or other emergency. 


A large chemical concern reexamined its 
internal auditing program with a view to 
modernization and found a somewhat typi- 
cal situation: (1) a major part of time and 
effort was still being devoted to work in 
the field and too much of the field work 
was of routine nature; (2) many home 
office activities were not being audited or 
not sufficiently audited; and (3) a con- 
siderable portion of the audit department’s 
long standing routine and procedure 
needed change—the audit reports, for ex- 
ample, being far too detailed. The weak- 
nesses suggested their own remedies, and 
it may be noted that this company now 
has a special-studies division in the audit 
department that has as one of its main 
functions the continued surveying af all 
departments in the home office for the pur- 
pose of establishing more complete and ef- 
fective audit programs. 

It has recently come to my attention 
that a Canadian manufacturer of pipe is 
being sued for $400,000 damages alleged to 
have been done to the plant of its customer 
by reason of a failure said to have occurred 
because of defective pipe furnished. With- 
out knowing the merits of the case or the 
manufacturer’s procedures, one is re- 
minded of the cases prominent in the 
wartime news concerning manufacturers 
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who were exposed to damaging publicity, 
and no doubt heavy monetary loss, 
through failure of their inspection routines 
and the furnishing of defective material to 
their own and allied governments. In all 
these cases, no doubt, all due precautions 
have been taken to prevent a recurrence. 
In other concerns the proper inspection 
routines and records, and policing to as- 
sure strict adherence, have been in opera- 
tion or have been installed to protect the 
company against such failures of internal 
control, with the internal auditor taking 
his due part. 

Almost any internal auditor can cite ex- 
amples of less striking but equally useful 
preventive or constructive work done by 
an alert staff. For example, a company’s 
bus and truck garage was an important 
operating unit; it was being operated by a 
new superintendent who had undertaken 
to set up his own accounting system be- 
cause he had found the reports customarily 
furnished by the general accounting office 
on his operations were “‘too little and too 
late.” The auditor got the story on this 
grumble and was instrumental in avoiding 
the setting up of a duplicate set of records 
by arranging for the superintendent to 
have what he needed and would use in con- 
trolling his operations 

Auditing work perhaps tends to follow 
too much of a fixed pattern, but that there 
are departures from the “cut and dried” 
methods may be illustrated by two inter- 
esting examples. A well-known American 
tobacco manufacturing concern maintains 
no internal audit staff as such, but rather 
a sort of nucleus of a staff. For all its larger 
internal audits the staff engaged on that 
work will consist of employees having 
other regular duties. A typical group on a 
large branch office audit, for example, 
would consist of two or three people from 
the general office accounting departments, 
the chief clerk of the general accounting 
office, and the assistant paymaster, as- 
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sisted by two or three people from branch 
offices other than that being audited, in- 
cluding at least one such branch office chief 
clerk. 

Many concerns use such means as this 
to fill out a partly incomplete staff occa- 
sionally, or to handle recurring peak work, 
as on inventory audits or the like; but the 
firm in question carries the idea much fur- 
ther and feels that it obtains distinct ad- 
vantages over the usual method of having 
a regular staff. Among the advantages 
claimed are the training received in audit- 
ing the accounts of others in a position 
similar to their own, the insight into field 
problems obtained by general office em- 
ployees, and the insight into general office 
problems gained by field men in their 
temporary tours of duty as auditors. 
Among the special conditions here present 
are a peak of work during the tobacco- 
buying season, and a perhaps unusually 
well-developed set of standard practice in- 
structions. 

Another departure from usual auditing 
practice which, like the case just cited, has 
had the endorsement of top management 
of the company involved, is that of a large 
oil company that makes the submitting of 
a division audit report the occasion for an 
all-day division management meeting, 
with the general auditor, the manager of 
marketing operations, and other general 
office officials in attendance. Attendance 
generally ranges from 35 to as high as 60 or 
100 people. The primary purpose of the 
meeting is educational, aimed at achieving 
an understanding of the why’s and where- 
fore’s of company policy and instructions. 
It is said that presenting audit findings 
with a background of interesting material 
on company operations outside the par- 
ticular division under audit and with an 
explanation of not only what is important, 
but why, has created a new spirit. Whereas 
previously the auditors and the division 
management girded themselves for battle 
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on the results of audit findings, now chips 
on the shoulders have come off and audit 
fndings are not taken as personal criti- 
cisms but accepted as check-ups that are 
desirable and useful to division manage- 
ment. 

While internal auditors frequently have 
to be on their guard that the time of their 
staffs is not taken up with extraneous mat- 
ters to the detriment of regular auditing, 
many concerns make very fine incidental 
use of their audit staffs and maintain a 
staff adequate in number and training to 
handle various special assignments. On the 
matter of system installations, for exam- 
ple, the internal audit staff often plays an 
important part whether or not systems 
and methods work is a responsibility of 
another department, or whether the sys- 
tem design originates with outside ac- 
countants or consultants. Though it is 
usually agreed that changes in system 
have to be sold in order to be successful, 
too often there is not enough of the best 
type of selling, that is, not enough plain 
explaining of the new system to the rank 
and file that have to operate it. Generally, 
no better salesmen for this type of work 
are available than the auditors who know 
the old system and the personnel who oper- 
ated it, for they can interpret the new sys- 
tem in terms of the old. 

Certainly few things are more important 
te management today than the develop- 
ment of new methods and skills and the 
ability to introduce such changes into the 
work situation without provoking resist- 
ance. Internal auditors can assist in the 
changes, can obtain reliable information 
as to the immediate acceptability and 
workability of the changes, and, with 
proper division of responsibilities, can later 
give a reliable report upon the success of 
the changed system in meeting its objec- 
tives. 

Another type of special assignment that 
has frequently fallen to the lot of the in- 
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ternal audit staffs is that of investigation 
of proposed acquisition of new properties 
or businesses. In the coming period of 
readjustment some concerns will find this 
an important consideration in determining 
whether to have their own internal audit 
staff and in setting the size of the staff. 
While an outside viewpoint on such pro- 
posals is often needed, a company’s own 
audit staff can hardly be replaced as a 
means of getting facts and observing many 
conditions of interest from the standpojnt 
of the purchaser. And if a purchase or 
merger is consummated it is unnecessary 
to point out to one who has been through 
the process the invaluable assistance fur- 
nished by the audit staff during the period 
of taking over the concern and establishing 
its operations under the policies and pro- 
cedures of the controlling organization. 

The internal auditing department as a 
training ground is a favorite topic of dis- 
cussion with the internal auditors of a 
number of the leading North American 
business concerns. They speak of the ad- 
vantages their concerns find in placing 
men in field supervisory and executive 
posts who have had varied experience from 
having viewed a cross section of company 
operations on the audit staff. They speak 
of establishing five-year plans for the audit 
staff, that is, considering five years as the 
normal period for using a man on the 
traveling staff before placing him in a field 
or general office position befitting his ex- 
perience and capabilities. They speak of 
the need for key men, that will be met 
from the audit staff when war-deferred 
retirements become effective. They speak 
of the opportunities they believe they can 
offer returned service men to fill vacancies 
on the audit staff and quickly train them 
for other responsibilities. In considering 
the contributions of internal auditing to 
management its possibilities as a training 
ground for management will not be over- 
looked. 
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In doing its regular day-to-day job it 
must not be overlooked that internal 
auditing is making a significant contribu- 
tion to management. The internal auditor 
is the keystone in a whole structure of 
auditing, as a public accountant pointed 
out in addressing the Institute last year.* 
He vividly pictured the number of auditors 
that would be required to inquire into the 
affairs of a company if no one group of 
auditors or inspectors had confidence in 
any other, that is, if insurance auditors, 
tax auditors, public accountants, city tax 
auditors, war contract auditors, price regu- 
lation auditors, and all the rest, would all 
satisfy, by detailed checking, their respec- 
tive obligations to verify the company’s 
records without reliance upon other groups 
of auditors. The results of such a condition 
he likened to the position the world would 
be in if the famous hypothetical oyster 
were allowed to reproduce unchecked. In- 
stead of having the earth completely com- 
posed of oyster shells after a few years’ 
time, we would find that business would 
consist of nothing but a substratum of 
working papers covered by layers upon 
layers of auditors. 

In other words, part of the work of the 
internal auditor is to see that his company 
does not get too much auditing, that his 
own work is done in such a way that the 
public accountant and the other sets of 
auditors know and rely on what he has 
done and reduce the necessities of their 
own work accordingly. 

And while we are talking of what the 
internal auditor is doing for management 
in the course of his regular day-to-day 
work we cannot forget, if we would, the 
cases from the surety company and crim- 
inal court files in which management has 
not been sufficiently protected from itself 
and has taken the immediate course of the 
line of least resistance. Nor must we forget 


§ Maurice E. Peloubet in Internal Auditing Now and 
After the War. 
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that on occasion internal auditors have un. 
hesitantly sacrificed their positions rather 
than revise their figures to meet the needs 
of criminally-minded or weak-willed exec. 
utive officers before their boards of direc. 
tors. 

So much for internal auditing’s present 
position. Where does management find it- 
self today? In the middle, of course, and in 
the line of fire from conflicting demands: 
the investor demanding better returns; 
workers, supervisors, and executives de- 
manding jobs, and better pay; government 
demanding more taxes and compliance 
with more regulation; and customers de- 
manding better values. And this means in 
the individual business, in many cases, the 
need for a look at all phases of the business 
and its several means of management con- 
trol to be sure that the business is put in 
shape to do the most effective work at the 
lowest cost. 

I suppose that just about all the special- 
ized management groups feel they have 
prior rights to the ear of top management. 
Certainly the sales manager can make out 
a strong case for his department and the 
desirability of postwar development being 
keyed to what can be sold; the production 
manager in the period just passed of nec- 
essity has had first consideration; the chief 
engineer commands respectful attention 
when he reports on new designs for post- 
war production; and no doubt the indus- 
trial relations manager these days has a 
well-worn path direct to the board room. 

We even have jurisdictional problems 
within the ranks of organized management 
groups. Should the advertising manager 
report to the sales manager or to the presi- 
dent; should the division comptroller re- 
port to the division manager or to the com- 
pany comptroller; should the sales manager 
and the merchandise buyer or manager Te- 
port directly to the president or through @ 
top merchandising executive? 

No general answers can be given, of 
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course, to these questions. However, the 
point I wish to emphasize is that internal 
auditing, or management auditing, if you 
please, properly conceived, has a unique 
position of independence within the man- 
agement circle, and, accordingly, may be 
very helpful to management in getting 
answers to questions like these. Internal 
auditing has no program of its own to put 
forward as the solution to the company’s 
problems. It has no cure-alls, no new proc- 
esses, nO new products, no new organiza- 
tional setups, and no incentive plans to 
offer. It has no responsibility for operations 
or for decisions on these operating or policy 
questions. 

The internal auditor is completely cold 
to all these plans that are being proposed 
and sold to top management, no enthusi- 
asm for them whatsoever. Perhaps his ad- 
vice has sometimes been sought, perhaps 
not. In any event he has had no responsi- 
bility for the decisions reached. 

The internal auditor reserves his en- 
thusiasm for the day when his audit staff 
isabout to pay a visit to the branch where 
anew operation or policy has been put into 
efiect. He tells his staff what they may 
need to know in addition to routine bulle- 
tins, and what was expected of the new 
operation or policy when it was author- 
ized, such as budgeted savings, operating 
improvements, etc. He gives his staff an 
adequate background of information and 
asks them to “look at the record,” and 
Teport on the apparent actual results. And 
while the staff is there, it is to make a 
check on the important salvage depart- 
ment operation that was found to be 
rather loosely controlled at the time of the 
last visit. Naturally, during the visit the 
usual quota of routine but essential ac- 
counting control checks and verifications 
is made by the staff. 

The internal auditor, and his staff, 
scrupulously refrain from unnecessarily 
duplicating the work of any line or staff 
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supervisor that may have already checked 
up on the new operation or policy. If a fac- 
tual, unbiased review of actual results has 
been made by some one else the auditor 
satisfies himself that this has been done, 
and so reports. But he will make his own 
investigation to the extent that he finds 
necessary, or recommend further investi- 
gation by others if the auditor’s qualifica- 
tions will not serve for ascertainment of 
facts that he feels top management should 
have. 

To emphasize, as I have, the construc- 
tive role that modern internal auditing 
can play in serving management and to ig- 
nore the contributions that others make in 
a kindred capacity would not be to present 
the whole picture. The Institute’s litera- 
ture is replete with references to the part 
public accountants have played in further- 
ing the development of effective internal 
audit departments and to the interest of 
that profession’s leaders in such develop- 
ment. Also, in our discussions we have 
recognized the role of industrial or manage- 
ment engineers, both on company staffs 
and on outside consulting staffs, in deter- 
mining the ‘‘one best method” and the in- 
ternal auditor’s responsibility for verify- 
ing that the established one best method 
continues in use after establishment. The 
contributions that public accountants or 
other outside consultants can make in con- 
structive analysis and appraisal of a com- 
pany’s operations, methods, and proce- 
dures from an outside, broad-scale view- 
point is well recognized. Our emphasis, 
however, is upon the contributions the 
internal auditor can make from his vantage 
point of intimate knowledge of his par- 
ticular company’s operations. 

In the final analysis, of course, manage- 
ment itself will determine to a large ex- 
tent, certainly in the individual concern, 
what significant contribution internal aud- 
iting makes—by what it wants, by what it 
asks for, by what it demands, by the re- 
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sponsibility and authority it delegates, 
by the attitude it takes in backing up 
that delegation of responsibility and au- 
thority. 

Internal auditors in turn recognize that 
they cannot be given a place of responsibil- 
ity and independence solely on the basis 
of a management need or their own desire 
to be helpful; but rather that this can be 
done only on the basis of a demonstrated 
ability to apply a good knowledge of their 
company’s business to the reporting of 
figure-facts and opinions, and only if such 
facts and opinions are respected through- 
out the organization and can be relied upon 
by management in judging whether its 
policies and practices are being consist- 
ently and faithfully followed throughout 
the organization. 
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It has been said‘ that if private enter. 
prise is to survive the postwar transition 
period it must attain the following objec. 
tives: 

(1) The production of more goods than ever 

before. 

(2) The acceptance of lower prices than ever 

before. 

(3) The employment of more labor than ever 

before. 

(4) The payment of higher wages than ever 

before. 


Management will have need of all of its 
tools; and internal auditing both as one of 
the tools, and in its other function as a 
“tool sharpener,” stands ready to do its 
part. 

* Howard C. Greer in “Cost Accounting and Profits 


After the War,” Papers of the Fifty Sixth Annual Med- 
ing, the American Institute of Accountants. 


THE BACKWARD ART OF TEACHING 
ACCOUNTING 


Joun N. MYER 


HEN the accountancy graduate 
W obtains his first job it is most 
likely that his employer will tell 
him to forget what he learned in college 
and to get adjusted to accountancy as it is 
practiced. This statement by the employer 
is, of course, only a conversational exag- 
geration, for he does not really mean that 
everything taught in the accountancy 
courses is wrong. But from observing the 
equipment of the college graduates in his 
employ he gets a pretty definite impression 
that what goes on in college courses is far 
from what might be desired. It is the opin- 
ion of the writer that there are two causes 
for the current discrepancy between the 
academic world and the business world: 
(1) faulty text material, and (2) lack of 
standards for teacher qualifications. 


ANTIQUATED TEXTBOOKS 

The existing textbooks either were writ- 
ten about a quarter of a century ago or 
were modeled after those written at that 
time. The fundamental defect in these 
texts is that they are governed by the 
fallacies inherent in the balance-sheet ap- 
proach: (1) that the balance sheet shows 
the financial condition of a business; (2) 
that it states what the assets are worth; 
and (3) that it shows what the businessis 
worth. Of late there have appeared slight 
variants such as a presentation of the 
profit and loss statement before that of the 
balance sheet. This, however, makes no 
material change, for as soon as the balance 
sheet is introduced it dominates the dis- 
cussion, which then lapses into the typical 
balance-sheet approach. 
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A few examples of antiquated teachings 
will be illuminating. The subject of depre- 
ciation is a fertile field. One widely-used 
text defines depreciation as “the decrease 
in the value of fixed assets caused by wear 
and tear and the action of the elements,” 
and it goes on to say that “the debit bal- 
ance in the asset account minus the credit 
balance in the reserve account represents 
the depreciated value of the fixed asset.” 
The author, to be sure, does mention that 
the profit and loss statement “will not be 
correct until a deduction has been made 
for depreciation, which is one of the ex- 
penses incurred in using the equipment.” 
But it will be noted that the explanation of 
accounting depreciation is in terms of as- 
set valuation, whereas the contemporary 
point of view is to regard accounting de- 
preciation as the process of apportioning a 
prepaid cost as a deduction from income 
and regarding the residual valuation as a 
deferred cost. 

In some recently published books one 
can observe an effort at modernization. 
One author states that “The term net 
worth is not used in this text... .”” How- 
ever, on several occasions he forgets this 
tule. In presenting a ‘‘balance sheet in non- 
technical terms” he has a caption ‘we 
were worth” to indicate the capital of the 
business. Also, when discussing the analy- 
sis of the balance sheet he uses the ratio of 
“total debt to tangible net worth” and 
the ratio of ‘fixed assets to tangible net 
worth.” The use of the word “tangible” 
seems to give added assurance as to the 
worth of the business as stated. Although 
such writers affect a veneer of moderniza- 
tion they usually fall into the antiquated 
pattern. 

These examples reflect outmoded con- 
cepts and terminology. The existing text- 
books are antiquated particularly because 
during the past fifteen years there have 
been introduced many new procedures 
that have not been absorbed into these 


texts. For example, the scope of the 
profit and loss account and the profit 
and loss statement has been broadened to 
include items which formerly were not in- 
cluded therein, such as unusual profits and 
losses that are not a result of regular oper- 
ations. According to the rules laid down in 
most of the existing books, unusual or 
extraneous profits and losses are to be 
closed not inte profit and loss, but into 
surplus. 

A recently published text, in discussing 
loss on sale of assets, states: “According to 
strict accounting theory, the Loss on Sale 
of Assets account should be closed into 
Earned Surplus because it evidences the 
fact that the past periods were charged 
with insufficient depreciation. In practice, 
however, the Loss on Sale of Assets ac- 
count generally is closed into Profit and 
Loss and appears as a nonoperating ex- 
pense item in the profit and loss state- 
ment.” Although the author here teaches 
accepted contemporary procedure he ap- 
pears loath to break with past teachings 
and therefore effects a compromise. He 
does not seem to realize that accounting 
procedure is changing and that what is 
taught in the classroom should be changed 
as practice changes. There is no such thing 
as a strict or sacred code of theory. 

Another example of antiquated proce- 
dure is afforded by the case of reserves. 
The old texts usually make much ado 
about which reserves are created by a 
debit to profit and loss and which are cre- 
ated by a debit to surplus, thus represent- 
ing appropriations of surplus. Today the 
usual practice, as evidenced by the sched- 
ules filed with the Securities and Exchange 
Commission, is to create practically all re- 
serves by a debit to profit and loss; rarely 
does one find in contemporary statements 
reserves that are merely appropriations of 
surplus. It would appear that it has been 
realized that such appropriation accounts 
have no material effect and that any sums 
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which a board of directors does not see fit 
to use for dividend purposes might just 
as well be left in the surplus account. 

In discussing war reserves in a magazine 
article, one writer of the old school, while 
admitting the contemporary procedure of 
creating these reserves by a debit to profit 
and loss, says: ‘It is difficult to reconcile 
these methods of handling war reserves 
with sound accounting theory.” He also 
seems unable to accept the fact that the 
underlying principle has changed. In con- 
temporary procedure all foreseeable costs 
and losses are charged against current 
revenues when it is possible to allocate 
them in a reasonable manner. It is absurd 
to say that what accountants are generally 
doing is a violation of “strict” or “sound” 
theory, since what might be called ac- 
counting theory can be only generaliza- 
tions of what is accepted practice among 
accountants. 

And so one could continue pointing out 
the antiquated notions of the existing 
texts. However, they will not continue to 
bedevil the graduate who obtains a posi- 
tion in accounting work, provided that he 
follows the advice of his employer. But 
many people will be unable to reorient 
themselves, especially those who do not 
become accountants but who study ac- 
countancy because they have need of 
some knowledge of it in connection with 
their professional work; among these are 
engineers, lawyers, credit men, invest- 
ment men, statisticians, and economists. 
They are more concerned with the inter- 
pretation of accounting data than with 
accounting mechanics. 


INTERPRETATION A NEGLECTED PHASE 


But there is very little concerning the 
interpretation and use of accounting data 
to be found in the textbooks, because ac- 
countants have not given the matter suffi- 
cient attention. And what is to be found 
in the texts concerning interpretation is 
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material borrowed from the writings of 
non-accountants who have sought to sup- 
ply what accountants have not supplied, 
Most of this literature, however, has no 
validity since it makes the tacit assump- 
tion, contrary to fact, that accounting 
data are absolute rather than relative, 
Particularly is this true of the subject of 
ratio analysis, a matter which has been 
much overdone in most quarters. If you 
have a confidential chat off the record with 
one of the textbook writers he will prob- 
ably tell you that this is a subject which is 
in an experimental stage, that it has been 
included in the book because it is interest- 
ing, and that it is not to be taken too 
literally or too seriously. But usually no 
such caution is reflected in the text, and 
the student can hardly do otherwise than 
take it literally, particularly when he faces 
the ordeal of an examination which may 
include a question on that subject. 

Later, in their graduate work, such 
students may write theses describing how 
businessmen measure the condition of 
their businesses by comparison of the 
ratios in their statements with the stand- 
ards in the industries in which they are 
engaged and how credit men extend credit 
on the basis of such ratios. And the peda- 
gogues join in perpetuating this myth. 
Recently one of them wrote concerning 
standard ratios that “these ratios are in 
general use by thousands of businessmen 
in almost every line of business activity.” 
But where are the businessmen who use 
these things? If there are any such let them 
come forth and tell all about it. 


STATEMENT OF FUNDS 


One of the alleged uses of accounting 
data to be found in the textbooks employs 
the device known by the title of state- 
ment of funds, or some variation thereof. 
The writer has demonstrated! that this 


Balance Sheet 


1“Statements Accounting for 
XIX, No. 1, 


Changes,” AccounTING Review, Vol. 
January, 1944, pp. 31-38. 
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statement as usually outlined in textbooks 
isa fallacy. In more than two years since 
the publication of his demonstration no 
one has offered a criticism of his work; 
therefore, he assumes that his exposition 
has been accepted by his readers. How- 
ever, he desires to make a special appeal 
at this time for further discussion of the 
subject. 

The statement of funds is one of those 
textbook topics which among the members 
of the accounting fraternity are regarded 
asnot to be taken too seriously. But again, 
there is usually no caution about its use to 
be found in the texts. The present writer 
has discovered that various economists 
who apparently have read about this thing 
in accounting textbooks have taken it 
most seriously and that there has appeared 
an ever-growing spurious literature based 
on the fallacy of the statement of funds. 
Three cases might be cited as examples. 

The first is a certain governmental eco- 
nomic report. Its author devotes consider- 
able space to a study based on the funds 
statement. He states naively that this de- 
vice “traces the flow of funds through an 
enterprise’ and he is surprised that, “al- 
though accountants have long been famil- 
iar with such a flow of funds statement the 
standard accounting text rarely devotes 
more than a few pages to it, however, 
H. A. Finney’s Principles of Accounting is 
one exception.” He also points out that 
the device “has been largely ignored by 
economists until recently” but that “this 
approach has since been taken up” by 
various important organizations and that 
a certain economic research bureau “‘is 
planning to employ this technique in its 
proposed study ... .” The author then in 
glowing terms describes the alleged virtues 
of the device: “The utility of the source 
and disposal of funds statement is appar- 
ent at first glance. It tells, for a given 
time period, from what sources the cash 
funds of an enterprise are derived, and 
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what use is made of these funds.” 

There can be no doubt that this econo- 
mist has been misled by taking seriously 
and accepting literally the description of 
the funds statement found in an account- 
ing text. Particularly should it be noted 
that he has been led to interpret the word 
“funds” as meaning cash (which it cannot 
be) and this is because the text he prob- 
ably consulted gives no definition of 
“funds.”’? As has already been concluded 
by the present writer, it is deplorable that 
the words “funds,” “provisions,” and ‘“‘ap- 
plications” were ever introduced into the 
discussion of the device in question, since 
its only purpose can be to account for 
changes in account balances and not for 
what might be provisions and applications 
of something incorrectly called “funds.” 

Then there is the case of the study of the 
research bureau referred to above explic- 
itly based on the “funds” device. Its au- 
thor commences his description of the 
“funds analysis” by saying: “Among the 
methods of analysis used by accountants 
to study the financial position of business 
enterprises is one which deals with their 
sources of funds and the uses to which 
funds are put.’’ Again, it is apparent that 
this author has taken the accounting texts 
seriously and also has obtained the im- 
pression that accountants actually use the 
funds statement as described in the texts. 
To be sure, some such device is often ap- 
plied by business executives to the data 
of their own business, with which they 
have thorough familiarity, in a form 
adapted to their own particular purposes. 
But the statement as found in the text- 
books, for obvious reasons, has not been 
accepted by the accounting profession al- 
though occasionally a public accountant 
uses it, possibly in response to the wishes 
of a client who desires an elaborate report; 
and some large corporations have used it 
in a garbled version in their reports to 
stockholders. 
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The author of this study explains 
“funds” as follows: “‘As used in this con- 
nection, the term ‘funds’ may have differ- 
ent meanings, depending upon the use to 
which the analysis is to be put. Usually it 
represents cash or its equivalent in finan- 
cial transactions.” But what text describes 
the various methods that would yield the 
different results depending on the different 
meanings of “funds”? The author ignores 
this point and outlines the usual textbook 
procedure, using an illustration so over- 
simplified that it constitutes an exposition 
contrary to fact since it ignores transac- 
tions which are bound to occur in even the 
smallest business if it has reasonable ac- 
tivity. Because this study is based on a fal- 
lacy, its conclusions can have no validity— 
a pitiful case for which the blame must be 
put at the door of the accounting texts 
that have misled the economist. 


The third case in point is that of a doc- 
toral dissertation written at a great uni- 
versity. This dissertation states regarding 
“the source and application of funds analy- 
sis’ that “This accounting technique 
makes it possible to use business financial 
statements, amplified by data submitted 
to the Securities and Exchange Commis- 
sion, to reveal the flow of money to busi- 
ness and away from it over a period of 
time.”’ And then it proceeds to state that 
“By assigning the outgoing flows to the 
consumer, industrial, financial, or govern- 
ment markets, it is further possible to 
study the relation between business deci- 
sions and changes in the volume of the dol- 
lar flow in each of the major markets.” But 
since it is not possible by means of the 
funds statement to “reveal the flow of 
money to business and away from it’’ the 
conclusions of this dissertation, as in the 
case of the two studies mentioned above, 
can have no validity. It is but another case 
of waste motion caused by taking too 
literally and too seriously a certain chap- 
ter in an accounting text. 
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DEPRECIATION AS A SOURCE OF FUNDS 


There are various fallacious by-products 
of the “funds” analysis, probably one of 
the most curious being the doctrine that 
depreciation is a source of “funds.” The 
dissertation under examination has a table 
of the “flow of business funds in the 
United States” and from this table one ob- 
tains the amazing information that in 
1932 depreciation was a “source of funds” 
to the extent of $5,549,000,000. This state- 
ment is, of course, paradoxical, and it takes 
considerable effort on the part of an ac- 
countant to trace the way in which the 
author arrives at it. Its roots are to be 
found in the accounting texts. 

According to the reasoning of the 
“funds” analysis the net profit as shown 
in the profit and loss statement, or “funds 
provided by profits,’ does not represent 
the total funds provided by operations 
since there was a deduction from income 
that did not require the expenditure of 
“funds,” namely, depreciation. Therefore, 
to obtain the correct amount of “funds” 
provided it is necessary to add the amount 
of the depreciation charge to the net profit. 
Instead of regarding this addition merely 
as an adjustment of the “funds provided” 
some writers have singled it out and made 
it a theme for philosophical disquisition, 
giving it the title of “funds provided by 
depreciation.’ But there are two fallacies 
here: (1) Since the word “funds” as used 
has not been clearly defined, the adding 
back of depreciation gives no clear result. 
(2) The economists in philosophizing about 
the “funds provided by depreciation’’ have 
neglected the fact that many other deduc- 
tions may have been made for expenses 
applicable to the current period that were 
paid for in previous periods and did not 
require the expenditure of “funds” in the 
current period, for example, discount on 
bonds, organization expense, patents, in- 
surance, supplies, and a host of other ex- 
penses. It would be just as logical to com- 
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pute the amount of “funds” provided in 
the United States by amortization of bond 
discount or prepaid insurance as by the 
amortization of fixed property costs (de- 
preciation ) 

Having developed the theory that there 
isan accrual of a “fund” of wealth in busi- 
ness because of the depreciation charges, 
the economists attempt to study the use 
of the “fund” for the replacement of the 
depreciated assets. In the study by the re- 
search bureau mentioned above one finds 
this: “The bookkeeping recognition of 
wear and tear on property by charges for 
depreciation and the expenditures on prop- 
erty do not occur simultaneously. This 
difference in timing may lead to the availa- 
bility at given periods of time of disposable 
funds from depreciation accruals for gen- 
eral corporate purposes.” 

All this seems strange to the accountant, 
but curiously enough it is to be found here 
and there in accounting texts written by 
authors who desire to develop the subject 
along philosophical lines. One of the texts 
elaborates this theme under the caption of 
“maintaining the integrity of fixed asset 
investment.”’ This text explains that since 
the current funds received each period 
represent an amount equal to the net profit 
plus depreciation, ‘‘current funds are in- 
creased each period by more than the 
amount of net profit, such excess being the 
exact amount by which depreciating assets 
have been decreased in value through the 
periodic depreciation charge. In this way 
the depreciating charge effects a transfer 
each period from the fixed asset group to 
the current group and so maintains the 
integrity of the capital invested in fixed 
assets.” There is, of course, a grain of truth 
in this philosophical excogitation, for, 
when there is a net profit, a business has 
covered all costs, including depreciation. 
However, this author is in error in stating 
that the excess provision of wealth over 
and above the net profit is the “exact 
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amount by which depreciating assets have 
been decreased,” for he has overlooked the 
fact that there are usually other deductions 
from income not requiring an outlay of 
“funds” during the period, also that there 
might have been a disbursement for ex- 
penses that have at the closing date been 
deferred. The depreciation cost, along with 
all other costs, has been recovered if there 
has not been a net loss; but it serves no 
useful purpose to isolate the depreciation 
cost recovery. 

Since the subject of studying the “flow 
of funds” by the usual “statement of 
funds” is a fallacy further discussion is 
futile. This, however, is but another in- 
stance in which an author in a philosophi- 
cal mood has written something that he 
did not intend should be taken too literally. 
But he has given no such warning, and as 
a result economists not well grounded in 
accountancy have taken this discussion 
literally and proceeded to compute the dol- 
lars of wealth created by the depreciation 
charges of accountants and then attempted 
to study the uses made by corporations of 
this alleged fund, either for replacement of 
assets or other purposes. 


TEACHER QUALIFICATIONS 


Probably the most important qualifica- 
tion of a teacher of accountancy is the 
ability to explain and expound account- 
ancy as it is practiced. To be able to do 
this he must have had practical experi- 
ence; accountancy is an essentially prac- 
tical subject and anyone who has not 
had practical experience can hardly pre- 
sent a vivid exposition. For the teacher of 
general accountancy the experience gained 
in actually keeping books is undoubtedly 
preferable to the auditing experience ob- 
tained in public accounting work. Of 
course, public accounting experience is es- 
sential for the teacher of auditing. 

A second qualification is that he have 
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the ability to keep in contact with current 
thought in the world of accountancy by 
intelligent reading of magazines, pro- 
nouncements of authoritative bodies, etc. 
This will enable him to overcome to a con- 
siderable extent any shortcomings in the 
textbooks. It should be mentioned that 
there must of necessity be shortcomings, 
for these exist not merely because of such 
defects as have been mentioned above but 
also because it is not possible to keep a 
textbook constantly up to date. A text- 
book, after all, is but the text or minimum 
for a course; the teacher must breathe life 
into the course and make it realistic. 
There has been very little discussion of 
the matter of qualifications for college 
teachers of accountancy. Recent discus- 
sion has centered about whether the Ph. D. 
or the CPA is preferable. Neither is neces- 
sarily a good yardstick. Broadly speaking, 
the Ph.D. degree is at best a label awarded 
to one who has shown ability to perform 
specialized research. But as Nicholas Mur- 
ray Butler has said regarding the college 
teacher: “What is essential is that he 
should have a sound and scholarly compre- 
hension of the subject matter of that which 
he is to teach, as well as skill and tact in its 
interpretation to younger and less de- 
veloped minds. The high degree of speciali- 
zation in study to which the doctor of 
philosophy has become accustomed is pre- 


cisely that which is to be avoided in college 
teaching.” 

The holder of a CPA certificate has 
qualified himself to practice public ac- 


counting and this does not necessarily 


mean that he is qualified to teach ac- 
countancy. At best, he has spent some 
time in the employ of a certified public ac- 
countant in which period of time he may 
not necessarily have learned anything of 
importance; and he has passed an exami- 
nation which is an elimination test, not 
necessarily a test of his knowledge of ac- 
tual accounting procedure. Although these 
degrees and certificates are poor measures 
of ability to teach they are the criteria used 
by college administrators in appointing 
teachers because, in the words of Frederick 
P. Keppel, they are “‘a substitute for the 
tiresome process of really finding out some- 
thing as to the professional and personal 
qualifications of individual human beings.” 

The matter of teacher qualifications is 
an important though neglected subject and 
one that cannot well be treated by an in- 
dividual, since the opinions of an individ- 
ual are not likely to have any tangible 
effect. There should be discussion of the 
subject by a representative body; therefore 
the writer recommends that it be studied 
by the American Accounting Association 
with a view to preparing standards for 
qualifications of teachers of accountancy. 
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BASIC EDUCATION 


FOR ACCOUNTING 


IN BUSINESS 


Jonn W. McMaHAN 


to this choice of subject. First, there 

should be a mutuality of interest, 
and therefore a certain coordination, be- 
tween the teacher of accountancy and the 
practitioner. Both are interested in the 
same student product. There is some for- 
mal recognition of this mutuality of 
interest in the relationship that exists be- 
tween the American Institute of Account- 
ants and the American Accounting Associ- 
ation. This is good. But the emphasis in 
this relationship rather naturally tends to 
be one-sided; the emphasis is almost ex- 
clusively upon financial accounting. With- 
out counter-poise, it tends to perpetuate 
an unbalance which is now present in the 
structure and content of accounting edu- 
cation where, particularly in the large 
schools, the focus in one way or another is 
largely upon the public accountant and the 
practices of public accounting.’ Some 
alignment between the NACA and the 
American Accounting Association, so it 
would seem, would provide encouragement 
toa conscious and careful consideration on 
the part of educators of the managerial 
point of view. 

The second consideration has to do with 
the first. It is the implication of a recent 
statement of a practitioner: ‘Compared 
with cost accounting, financial accounting 
today is, in my judgment, crude, timid, 
hidebound, and unimaginative.”? Com- 
menting on this statement, Professor 
Littleton says, “If we understand better 
how industrial accounting got where it 


Te: principal considerations led me 


pi C. Littleton, Accountinc Review, XX, 2, 
p. 236. 
*Geo. O. May, “Teaching Accounting to Non- 
Students,’ Accountinc Review, XX, 2, 
p. 133. 


stands, we probably could work more in- 
telligently at the task of helping financial 
accounting to catch up.’ And to this one 
might add: to help accounting education 
catch up to the needs of the majority of 
its students and their prospective em- 
ployers, since most accounting graduates 
go into industry and not into public ac- 
counting. 

The point is clear. If financial account- 
ing is “hidebound and unimaginative” and 
college training in accounting is largely 
dominated by the conventions of financial 
accounting, as I think most will agree is 
true, then evidently educators and their 
institutions are not doing the best possible 
job for their students or for their future 
employers. A change in the direction of 
balanced emphasis is needed. 


ACCOUNTING CONVENTION AND 
ACCOUNTING EDUCATION 


No one, I think, has read Mr. May’s 
Twenty-Five Years of Accounting Responsi- 
bility and/or his more recent Financial Ac- 
counting without stimulation and thrill to 
those broad, heavy, but nimble, strokes 
with which he paints his long experience 
in public accounting. His principal theme, 
variously presented and repeated, is that 
accounting is largely a body of business 
conventions, many of which are out-worn 
and in need of betterment, retirement, or 
replacement. He likens accounting to the 
common law in its development and slow 
yielding and flexing to the needs of society. 
But, while he believes this characteristic to 
be the principal principle of accounting, he 
is impatient with its stare decisis—standing 
by precedent. 

As Mr. Woodrow Wilson once asked of 


3 Loc. cit. 
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the common law, Mr. May now asks 
whether accounting must always look 
backward and never forward. “To my 
mind, a necessary step in the development 
of higher accounting education is to free 
ourselves from the shackles of accounting 
fundamentalism. . . 

It should, of course, be recognized that 
conventions have their positive as well as 
negative side. If law or accounting practice 
or instruction were to fail to observe prece- 
dent, business and students at any particu- 
lar moment might not know where they 
were. However, it is the negative side to 
which attention is needed: the tendency 
toward stereotyped thinking and instruc- 
tion in accounting. It is in this sense we 
make the observation that the anchors of 
financial accounting conventions are thor- 
oughly imbedded in accounting education: 
in the curriculum, course content, and the 
instructor’s mind. 

This is no doubt natural; for the public 
accountant is much in the public eye and 
has a public responsibility. The profes- 
sional accountant is customarily thought 
of as the public accountant. It was the 
public accountant who developed account- 
ing doctrine in English-speaking countries 
as a first mark of a profession. When schools 
began to teach accounting they quite natu- 
rally sought their teachers from that group 
which had produced a publicly recognized 
doctrine. Accounting doctrine as taught in 
universities and colleges became, and still 
is, quite understandably the doctrine of 
financial accounting. 

However natural is the explanation of 
the situation that obtains in accounting 
education today, it has resulted, or at least 
has assisted, in the creation of an unnatu- 
ral situation in accounting in general and 
accounting education in particular. At bot- 
tom “accounting shackles” are related to 
this unnatural situation. This leads me to 
deal with the nature of accounting, for if 
this is properly recognized it will point to 

* Loc. cit., p. 134. 


a more natural situation in accounting ed- 
ucation and thinking. 


THE NATURE OF ACCOUNTING 


We customarily think of the natural 
function of accounting as being a language 
function. Since at least the fifteenth cen- 
tury, accounting has been used to describe 
the financial status and motion of the busi- 
ness enterprise. The reason accounting 
makes sense and not nonsense is because 
it is logical. Its technical sentences are logi- 
cal propositions. Accounting method is 
logical method; at bottom, the nature of 
accounting is logic, reason. When we con- 
sciously recognize and teach this we are 
taking the first step necessary to free our- 
selves of “accounting shackles.” 

Let me illustrate the point that account- 
ing method is logical method by reference 
to the customary sequence of accounting 
procedure. The first step of accounting 
procedure customarily involves the use of 
primary business documents, such as in- 
voices, requisition tickets, etc. These docu- 
ments work the performance of the first 
step of logical method, namely, the obser- 
vation of the facts. The facts on the pri- 
mary documents are next assembled and 
sorted by means of the primary journals, 
thus performing the second and third steps 
of logical method. By means of the general 
and subsidiary ledgers the facts are further 
assembled and sorted, thus repeating the 
second and third steps of logical method in 
order to secure further compression of 
data. Finally, the many facts are meaning- 
fully related to each other in the light of 
two leading questions: (1) What is the 
financial condition of the business today? 
and (2) What is the net income for the 
past accounting period? The fmancial state- 
ments perform the last step of logical 
method: present the related facts, in the 
light of the questions asked. 

The most effective device to demon- 
strate to students the nature of accounting 
is an IBM installation. The student gets 
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the point quickly as he sees: (1) the key 
punch observe the facts; (2) the operator 
assemble the facts by assembling the cards; 
(3) the sorting machine sort the facts; and 
(4) the tabulator group the facts in a 
meaningful predetermined manner. 

We need not belabor the point that the 
nature of accounting method is the method 
of reason. However, to this observation we 
need to make a very important addition. 
In order to function, reason must have 
some thing to reason about and some pur- 
pose for so doing. There must be some 
thing to taste, see, feel, hear, or smell; there 
must be some purpose in light of which the 
facts observed by the senses can be or- 
dered. The thing that is the object of 
study in accounting is the business enter- 
prise. Or, better than “enterprise” we may 
say “human association”; for more and 
more accounting is applied to group effort 
that is not strictly of a business nature— 
governments, hospitals, religious orders, 
etc. Theoretically, the purpose of account- 
ing is to help someone know the business 
(human association); practically, its pur- 
pose is to give someone knowledge so that 
the achievement of desirable ends can 
follow—ends such as the proper rewarding 
of the factors of production engaged in the 
business—and, thereby, to improve in 
some measure the material well-being of 
society. 

That it is the nature of accounting to 
provide business knowledge is a point 
clearly demonstrated by the history of ac- 
counting. The history of accounting fur- 
nishes a record of the various steps by 
means of which reason has built an avenue 
to knowledge of the business enterprise. 
This record itself reveals the operation of 
the thinking process (observe, assemble, 
sort, and coordinate the facts). 


THE CONVENTION OF FINANCIAL 
ACCOUNTING 


It is often revealing to go to the begin- 
nings of a profession for the purpose of 
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comparing and contrasting original and 
present-day conceptions of scope, content, 
and purpose. Development through the 
years invariably brings about professional 
specialization. Often there is accompany- 
ing confusion and lack of unity in the con- 
ception of the profession’s scope, content, 
and purpose. It sometimes happens that 
the function of some specialty, for various 
reasons, comes to dominate the profession 
and is popularly identified with the profes- 
sion. Accounting is no exception. 

About forty-five years ago the Public Ac- 

countant, a publication of the Pennsylvania 
Institute of Certified Public Accountants 
in Philadelphia, solicited from practi- 
tioners an exchange of views as to exactly 
what was the province of the public ac- 
countant. One of the most interesting re- 
plies received was from Mr. Charles W. 
Haskins of New York City. Mr. Haskins 
wrote: 
“The public accountant is the consulting physician 
of finance and commerce. He understands the 
anatomy and physiology of business and the rules 
of health of corporations, partnerships, and in- 
dividual enterprises. He diagnoses abnormal con- 
ditions, and suggests approved remedies. His 
study and interest is the soundness of the world 
of affairs.’’ 


Mr. Haskins’s definition suggests that he 
conceived the public accountant as being 
essentially a business economist and ac- 
counting as an aspect of business eco- 
nomics. 

However, even in 1900, Mr. Haskins’s 
conception of public accounting reflected 
a minority view; the majority of the 29 
replies received and published by the Pub- 
lic Accountant emphasized the public re- 
sponsibility of the public accountant and 
the commensurate need for integrity and 
truthfulness. “A public accountant ac- 
knowledges no master but the public, and 
thus differs from the bookkeeper whose 
acts and statements are dictated by his 
employers.” ‘He should have undoubted 


5 Norman E. Webster, “The 
Accountant,” AccounTING Review, XIX, 4 74, 
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integrity.’’® And this has been the continu- 
ing and natural emphasis of the public ac- 
countant. In one sense the ultimate wel- 
fare of the business unit is of no direct 
consequence to him; his job is to ascertain 
and report the financial facts. 

As previously pointed out, this natural 
concern of public accounting with the pub- 
lic and the natural tendency for many 
people to identify ‘an accountant” as a 
public accountant have unconsciously re- 
sulted in the identification of accounting 
in general with financial accounting in 
particular. That is to say, thinking in ac- 
counting habitually tends to identify ac- 
counting with the single function of in- 
come measurement. This conventional 
emphasis, which is also evident in account- 
ing education, would not be so bad if in 
presentation it were first already related to 
the task that faces management and the 
importance of accounting in that light. But 
generally even income determination is re- 
lated almost solely to the task of public 
reporting. The conventional emphasis 
therefore tends to shift the focus of ac- 
counting away from its natural object 
(management of the business) and from 
its natural purpose of providing knowledge 
to assist in the achievement of the practi- 
cal ends of business (earn profits, produce 
economic goods and services, improve the 
material well-being of society). 

The identification of accounting func- 
tion as the measurement and public re- 
porting of income is, in my judgment, one 
of the shackles of accounting fundamental- 
ism; perhaps it is even the most confining. 
And because accounting education is 
largely built on this same identification I 
am of the opinion that an unnatural situa- 
tion exists in accounting education. A 
change is advisable in the direction of 
waking a conscious study of the business 
as such. 


6 Ibid., p. 373. 


What is the basic reason that Mr. May 
finds cost accounting imaginative, ven- 
turesome, and unconventional? The an- 
swer to that question, I believe, is that the 
cost accountant has been primarily a stu- 
dent of the business. And in this study he 
was often greatly aided by knowing little, 
if anything, about accounting as conven- 
tionally conceived. Indeed, at times his 
greatest asset was that he didn’t know a 
debit from a credit. However, he did know 
how to observe, assemble, sort, and co- 
ordinate facts about the business. Further- 
more, he has received immeasurable aid 
from the necessity of working and coop- 
erating with specialized knowledge, abili- 
ties, and skills of every hue of the rainbow: 
engineers, chemists, salesmen, personnel 
men, lawyers, managers, psychologists, 
publicity men, idea men, foremen, opera- 
tors. He has been enrolled in a kind of 
liberal arts school in business, engaged in 
a sort of rough-and-tumble coordinated re- 
search about the business enterprise. 

In brief, the cost accountant has been 
first concerned with ‘“knowing”’ the busi- 
ness enterprise and second with putting 
that knowledge into the accounting form. 
This is the right order of things and is fully 
consistent with the fundamental nature of 
accounting. It should provide the pattern, 
in my judgment, for basic education in ac- 
counting. 


ALTERING A CONVENTION 


The student who concentrates on ac- 
counting in schools of business usually 
graduates with 25 to 40 semester hours of 
accounting, of which from 70 to 80 per cent 
is financial accounting. In so far as he gives 
any conscious attention to accounting 
through managerial eyes, it is limited to 
few hours of cost accounting and budget- 
ing. Even here the emphasis is most often 
upon the presentation and the learning of 
certain techniques. The acquisition of 
techniques is, of course, important. The 


rs of 


cent 
rives 
ting 
toa 
iget- 
yften 
ig of 
1 of 
The 


Basic Education for Accounting in Business 139 


“know how” is always important; but the 
extent of one’s ability to use his “know 
how” effectively is determined by his 
grasp of “know why.” 

All of this is so obvious it is trite. But 
that is just why it must be pointed out 
again and again. The old maxim bids us 
“Beware of the obvious; for it is most often 
missed.” 

Accounting education is shackled with 
the convention of “know how.” If financial 
accounting is to be freed of what Mr. May 
calls “fundamentalism,’’ accounting edu- 
cation should alter the existing convention 
of accounting instructional emphasis or re- 
tire it altogether. How is this to be accom- 
plished? Study the business enterprise. The 
beginning and continuing focus of the ac- 
counting student should be upon the busi- 
ness unit. It should become for him what 
the human body is for the young medic, 
namely, his principal object of study, his 
main source of knowledge. 


THE BUSINESS ENTERPRISE 


If the student is to be prepared to give 
an accounting of the business unit to any 
interested party—management, govern- 
ment, or employees—he must know the 
business. Basic accounting education 
should begin, therefore, as does the study 
of medicine, with the study of anatomy 
and physiology—in this case, of course, 
with business anatomy. 

The anatomy of the business body is its 
structure or organization. It is concerned 
with the cells out of which organization is 
built. Any association of human beings 
must first of all have an objective. To 
achieve this objective requires functions. 
Functions invariably require a combina- 
tion of personnel and certain physical tools 
or operation factors. Work towards an ob- 
jective requires someone to say “heave ho” 
—a leader. The leader must have some 
plan of action or policy in pursuing the ob- 
jective. Consciously or unconsciously, the 


ideals of the leader determine the policy. 
The leader, of course, cannot lead unless he 
is the representative of a legitimate and 
recognized ultimate authority. And, fi- 
nally, cementing all these cells together 
(ultimate authority, leadership, policies, 
ideals, functions, physical factors, person- 
nel, and objective) there is morale.’ These 
cells make up the muscle tissue and bone 
structure of the business body. 

Turning to the role or function of these 
parts (what was previously referred to as 
the physiology of the business body), it 
should be noted that there are certain basic 
factors involved in all operations. The 
basic factors of operation are procedure, 
control, and standards.* That is to say, be- 
fore any human group undertaking may be 
put into effect or set in operation it is 
necessary that there first be a “plan of 
going forth,” a procedure. If this plan is to 
be carried out most efficiently, control is 
necessary. And, finally, if there is to be 
control there must be a basis of judgment; 
that is, there must be standards. 

These structural elements of organiza- 
tion and operation are likely to be present 
in all human associations, whether a busi- 
ness (financial, manufacturing, or distribu- 
tion), an army, a college, or a hospital. A 
student who is thoroughly trained in their 
identity and interrelationship is equipped 
with knowledge by which he can mentally 
take apart any human association at all. 
The result should be a facility of mind in 
thinking about any business, or any human 
association. To me, this should be the 
objective of basic education in account- 
ing. 

Accompanying this knowledge of the 
bricks of organization and operation 
should be the development of the ability 
and skill of the student in giving visual 


7R. C. Davis, Industrial Organization and Manage- 
ment — 1939), Ch. 2. 
8 Ibid. 


fay 
en- 
an- 
the 
stu- 
rhe 
tle, 
en- 
his 
Wa 
Ow 
co- 
ner- 
aid 
Op- 
bili- 
Ow: 
nel 
sts, 
era- 
1 of 
d in 
re- 
een 
usi- 
ting 
rm. 
ully 
e of 
ern, 
| ac- 
ac- 
ally 


140 


representation, by means of charts, to the 
structure and operation of the business 
unit, or of any one of its principal divisions 
or departments. For example, the prepa- 
ration of an organization chart is an excel- 
lent device for thinking through and visu- 
alizing the structure of a business or de- 
partment, in terms of authority, leaders, 
and principal functions. Likewise a flow 
chart is an excellent means by which to 
understand a given procedure with its con- 
stituent elements of functions, physical 
factors, and personnel. If the student can 
visualize a given business or project in a 
graphic manner, he is foundationally pre- 
pared to think of such accounting aspects 
as systems and costing. Cost control, for 
example, is necessarily based on organiza- 
tional responsibility. 

There is one other specific advantage in 
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using the structure and process of the busi- 
ness as the first and continuing focus of 
accounting education. It provides a natu- 
ral clothesline on which to hang the con- 
sideration of specialized aspects of organi- 
zation and operation such as legal, finan- 
cial, and human. 

The common fault of accounting educa- 
tion is that it takes for granted the busi- 
ness to which accounting is applied. It is 
as if the young medic were to learn his field 
by studying only hospital charts for pa- 
tients, rather than studying the patients 
themselves. I am convinced that conven- 
tional accounting is too much with us and 
the business enterprise not enough with us. 
We are too prone to turn out business 
linguists and not business students. It 
should be our job to turn out students with 
business knowledge. 


COMBINING THE FORECAST AND 
FLEXIBLE BUDGETS 


MARPLE 


INCE business first adapted for its own 
4 use the budget idea which had been 
developed as a means of organizing 
and controlling the financial affairs of 
governments, several types or styles of 
budgets have been developed. To a limited 
extent, the appropriation type of budget 
common to governmental budgeting has 
been carried over into business. This type 
of budget involves the appropriation of a 
definite amount for a prescribed purpose 
and the limitation of expenditures to the 
amount appropriated. In business, budgets 
of the appropriation type have been pretty 
generally limited to the control of expendi- 
tures for advertising and for investments 
in fixed assets. 
Until about the middle thirties most 
business budgeting was of the forecast or 
fixed type. In this kind of budgeting, fore- 


casting and planning is the dominant 
theme. All items of income and expense are 
forecast in advance of the budget period; 
a coordinated plan or program is de- 
veloped; operations are controlled in line 
with the budget plan; and the results for 
the period are compared with the budget 
to measure the nature and extent of the 
deviations from the budgeted goal. 

To my mind, the greatest single advance 
in industrial accounting in the ten years 
preceding World War II was the develop- 
ment and rather general adoption of the 
principle of flexible budget. Based on a 
recognition of the difference between fixed 
and variable costs, the flexible or variable 
budget is a control device which recognizes 
that different expense allowances are 
necessary for different rates of activity. 
Briefly, it involves a predetermination of 
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fred allowances and variable rates and 
their subsequent application to the rate of 
activity actually experienced, to arrive at 
allowable expenditures for that rate of ac- 
tivity. Comparison of the budget figures 
thus determined with the costs actually 
incurred provides a closer control than is 
possible when the cost allowances are 
based on forecast volumes which differ 
from the volumes actually attained. The 
flexible budget idea has been applied prin- 
cipally to the control of departmental 
overhead. However, in recent years its ap- 
plication has been expanded to cover the 
entire budget. 

There has been a disposition in some 
quarters to look upon the principles of the 
flexible budget as incompatible with the 
principles of the forecast budget, and a 
feeling that a company can have one or the 
other but not both. To some extent this 
arises from lack of uniformity in terminol- 
ogy; your concept and my concept of what 
constitutes a forecast budget or a flexible 
budget may not be the same. It also arises 
from a misunderstanding of the function 
of each type of budget. This may be serious 
if it prevents a company from taking full 
advantage of both types of budgetary con- 
trol. For this reason I should like to offer a 
suggestion as to how these two types of 
budgets can be coordinated to gain the 
greatest advantage from each. 

The ways in which each type of budget 
contributes to industrial management will 
become clearer if we consider how each is 
used to attain the major objectives of 
budgetary control. It seems to me that 
budgeting has three major objectives or 
purposes : 

First, it provides an organized procedure 
for planning; second, it provides a means 
for coordinating the activities of the vari- 
ous components of a business; and third, it 
provides a basis for cost control. 

These three objectives—planning, co- 
ordination, and control—cannot be fully 
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achieved by a forecast budget alone. Nor 
can they be fully achieved by a flexible 
budget alone. But a combination of the 
forecast budget and the flexible budget 
does provide the best known method of 
achieving these objectives. Let us see why 
this is so. 


PLANNING 


Planning is one of the primary functions 
of management. It involves decisions as to 
objectives and as to ways and means of 
achieving those objectives. The forecast 
budget provides an organized method of 
planning and a procedure for measuring 
the nature and extent of deviations from 
the agreed-upon plan. 

In talking with various people about 
budgeting, I have often heard the argu- 
ment advanced that the company in ques- 
tion could not use a forecast budget be- 
cause sales could not be forecast with any 
degree of accuracy. Such a statement tends 
to overlook the fact that every business, 
whether it has a budget or not, must fore- 
cast and plan for the future. Every invest- 
ment in productive facilities, every act of 
adding a productive worker, a salesman, 
or a clerk, every purchase of material and 
supplies for stock, in fact every truly 
managerial decision, must be predicated 
on some forecast of future business. You 
can’t get away from the fact that plans 
and forecasts, expressed or unexpressed, 
are a preliminary to business action. The 
forecast budget provides an organized 
means for formalizing and coordinating 
the forecasts and plans of the many indi- 
viduals whose decisions influence the con- 
duct of a business. The accuracy of the 
forecasts is not so important as the making 
of forecasts and fitting them into a coordi- 
nated plan. Obviously, the best way of 
improving the accuracy of forecasts is to 
compare them with the actual results to 
determine in what respect the forecasts 
were in error in order that this factor of er- 
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ror may be reduced or eliminated. If the 
planning and forecasting are organized, 
and forecasts are compared with actual re- 
sults, greater accuracy will follow with 
experience and acquired skill. 


COORDINATION 


The second objective of budgeting is the 
coordination of plans and activities. Here 
again the forecast type of budget is essen- 
tial. Production must be planned in rela- 
tion to expected sales, material acquired in 
line with expected production require- 
ments, facilities expanded only as foresee- 
able future use justifies, and finances 
planned in relation to the funds needed 
for the expected volume of sales and pro- 
duction. Yet, if each of these decisions is 
made without relation to other plans and 
expectations, the result is almost certain to 
be unsatisfactory. The forecast budget 
provides a means of coordinating the plans 
of all divisions and departments of a busi- 
ness and of molding them into a single 
unified plan so that all departments may 
work together rather than at cross pur- 
poses. At the same time the forecast budg- 
et provides a means of testing the profit 
and loss results of a proposed plan and 
an opportunity for modifying the details 
of the plan to secure the most profitable 
end result. 

COST CONTROL 


It is when we come to the third objective 
of budgeting, cost control, that the weak- 
ness of the forecast budget becomes ap- 
parent. Cost control is predicated on the 
idea that by comparing actual costs with 
what the costs should have been we can 
determine out-of-line performance and 
take steps to correct it. For this process to 
be effective we need a good measure of 
what costs should be under any given set 
of conditions. The most important condi- 
tion affecting costs is volume or rate of ac- 
tivity. When the forecast budget is used, 
the volume of activity is forecast and the 
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expense allowance is set for that expected 
volume. If the actual volume varies ap. 
preciably from the forecast volume, as it 
usually will, the allowance based on a dif. 
ferent volume is not a good guide or stand- 
ard. It is most difficult under these circum- 
stances to measure out-of-line performance 
and paiticularly to get the cooperation of 
those who control costs and who are likely 
to feel that their performance is measured 
against an inaccurate standard. 

In the flexible budget this difficulty is 
overcome by predetermining what the ex- 
pense should be for any given rate of ac- 
tivity and comparing the actual expense 
with the allowance for the rate of activity 
actually experienced. The flexible budget 
is based on the classification of expenses as 
fixed, variable, and semi-variable, and the 
breakdown of semi-variable expenses into 
their fixed and variable components. The 
actual rate of activity being known, it is 
possible to add to the fixed expenses (which 
remain constant at all rates of activity) an 
amount derived by multiplying a variable 
allowance by the rate of activity actually 
experienced, and thus to arrive at a good 
measure of what the costs should be. Dur- 
ing the 1930’s the flexible budget largely 
superseded the fixed or forecast budget for 
the control of factory overhead. However, 
the flexible budget alone is valuable prin- 
cipally as a basis for cost control. It does 
not replace the forecast budget as a basis 
for planning and coordinating the various 
activities of the business. 


STANDARDS 


Now, if we concede that the forecast 
type of budget is preferable for planning 
and coordination purposes and the flexible 
type for cost control purposes, the next 
logical step is to consider how the two can 
be combined so as to complement each 
other and reduce the duplication which 
two sets of budgets would entail. It seems 
that the use of standards is the answer to 
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this problem. The forecast and the flexible 
budgets differ principally in that one is 
prepared in advance on the basis of fore- 
cast volumes, whereas the other is pre- 
pared at the end of the period on the 
basis of the actual volumes. If the same 
standards are used in the preparation of 
both budgets and also on the books of ac- 
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production have affected the net profit 
shown by the forecast budget. Comparison 
of the flexible or control budget with the 
actual results developed on the books will 
reveal the nature and extent of all varia- 
tions from the results which should have 
been accomplished in view of the actual 
volumes of sales and production attained. 


A BunGet REpoRT COMBINING THE FORECAST AND FLEXIBLE BUDGETS 


Variances 
Forecast Control Per 
Budget Budget Books Sales Production Sales Operat- 
Volume Volume Price ing 
$90,000 $88,200 $85,200 $-—1,800 $—3,000 
Standard Cost of Sales... 55,000 53,900 53,900 +1,100 
Standard Gross Profit 35,000 34,300 31,300 — 700 —3,000 
Variances: 
—3,000 —1,800 —1,800 $+1,200 
Material Price........ + 200 $+200 
Labor Efficiency....... — 100 —100 
Overhead Cost........ + 300 +300 
Net Variances....... —3,000 —1,800 —1,400 +1,200 +400 
Gross Profit........ 32,000 32,500 29,900 — 700 +1,200 —3,000 +400 
Distribution Cost........ 12,500 12,400 12,600 + 100 —200 
Administrative Cost. .... 11,000 10,950 10,900 + 50 + 50 
23,500 23,350 23,500 + 150 —150 
$8,500 $9,150 $6,400 $— 550 $+1,200 $-3,000 $+250 
Standards 
Fixed 
Amount Variable Rate 
Standard Selling Price........ $ 9.00 Standard Factory Overhead $9,000 $1.50 per unit produced 
Standard Production Cost.... 5.50 Standard Distribution Cost 7,500 .50 per unit sold 
Standard or Normal Capacity. 15,000 Units Standard Administrative Cost 8,500 .25 per unit sold 
Volume 
Forecast Actual 
10,000 9,800 
Production in units.......... 10,000 12,000 
+ Signifies a favorable variance 
— Signifies an unfavorable variance 
Exaisir 1 


counts, the process of preparation will be 
simplified and the value of budget reports 
greatly increased. Application of the 
standards to forecast sales and production 
provides a forecast budget. Their applica- 
tion to actual sales and production pro- 
vides a flexible or control budget. Com- 
parison of the two will disclose the extent 
to which variations from forecast sales and 


THE FORECAST BUDGET 


Exhibit 1 provides a simplified illustra- 
tion of how the two budgets can be com- 
bined. The essential data in the form of 
standards and figures on volume are given 
at the bottom of the table. The company 
manufactures a single product; conse- 
quently no problem of mixture variances 
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is involved in the situation. 

Let us refer to the forecast budget first. 
Sales and standard costs of sales are de- 
veloped by applying to the forecast sales 
volume the standard selling price and the 
standard production cost. The difference is 
the forecast standard gross profit. 

At this point in the development of the 
forecast budget we face the problem of de- 
ciding whether prospective variances from 
standard costs should be forecast in order 
to arrive at budgeted actual gross profit. 
Whether or not this will be done depends, 
of course, on how tight the standards have 
been set. In the early days of standard 
costs there was a tendency, particularly 
among engineers, to base standards on 
maximum or ideal performance in order to 
measure the deviation from the best pos- 
sible results. Such standards had definite 
limitations for accounting purposes, and 
gave illogical figures for inventory valua- 
tion, pricing, and other purposes. For this 
reason the so-called ideal standard has 
been largely replaced by what may be de- 
scribed as current or attainable standards, 
although the name ‘“‘ideal standards” may 
still be applied to them. 

Attainable or current standards are in- 
tended to reflect the expected performance 
for the period for which the standards are 
set. But even with current or attainable 
standards the tendency has been to set 
them sufficiently tight so that some debit 
variance would result. Labor standards, 
for example, have been set at what a man 
should be able to do most of the time, not 
at an average of his good and bad perform- 
ance. A workman may make the standard 
90 per cent of the time, but fall below 
standard the rest of the time. To set the 
standard on the basis of his average per- 
formance would be to condone the fall- 
downs, reduce the incentive, and include 
the cost of such fall-downs in inventory 
values, rather than eliminate them as 
variances. Thus, in the typical case some 
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estimate of variances would ordinarily be 
included in the forecast budget. Probably 
this will be a more important factor in the 
period immediately ahead than in more 
normal times. Many companies, realizing 
that loss in efficiency during the war wil] 
need to be overcome to meet postwar com- 
petition, will set their standards tighter 
than current performance will justify, and 
can expect to accumulate sizable debit 
variances until the prewar efficiencies are 
regained. However, in the present illustra- 
tion no variances from standard other than 
the volume variance have been included, 

The volume variance is readily calc- 
lated by determining the portion of the 
fixed costs applicable to the normal capa- 
city which will not be utilized for the vol- 
ume of production which is forecast. In the 
illustration 10,000 units are to be produced 
in a plant with a normal capacity for 
15,000 units. Thus, one-third of normal ca- 
pacity will be idle and one-third of the 
fixed factory overhead of $9,000, or $3,000, 
will show up as volume variance or unab- 
sorbed overhead. 

In the illustration it is assumed that the 
expenses of distribution and administra- 
tion have been analyzed and classified as 
to fixed and variable components, so that 
the allowable cost can be adjusted to the 
sales volume. For the forecast budget, the 
amounts are developed by adding to the 
fixed allowance the product of the sales 
volume in units multiplied by the variable 
rate. Thus, for distribution cost a variable 
allowance of $5,000 (10,000 units x 90 
cents) has been added to a fixed allowance 
of $7,500 to arrive at a total of $12,500. 


THE CONTROL BUDGET 


Now let us assume that management has 
reviewed this budget and accepted it as its 
goal for the budget period. At the end of 
the period it is found that the actual sales 
have been 200 units less than forecast, 
whereas the actual production has been 
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Combining the Forecast and Flexible Budgets 


2,000 units more than planned. By apply- 
ing the same set of standards to these ac- 
tual volume figures the flexible or control 
budget shown in the second column is de- 
veloped. 

It will be noted that although actual 
sales were below the forecast, the net profit 
shown by the control budget is greater 
than shown by the forecast budget. Ad- 
mittedly this is an unusual situation, but 
it has been introduced here to illustrate a 
point which is too often overlooked. The 
explanation for the condition is found in 
the increase of actual production over fore- 
cast production. By manufacturing 12,000 
units, or 2,000 in excess of plans, this com- 
pany has been able to utilize a larger pro- 
portion of its capacity than had been 
planned, and thus reduce the volume vari- 
ance or loss from idle capacity. This is 
what is sometimes called “selling overhead 
to the inventory,” for the reduction in un- 
absorbed overhead has been made possible 
by a building up of finished product inven- 
tories. In a comparative statement of this 
type this arises if actual production ex- 
ceeds planned production; in a single in- 
come statement it arises if production 
volume exceeds sales volume. This point 
has been introduced because it seems that 
the accountant should be constantly on 
the alert to locate and point out in his re- 
ports the extent to which reported profits 
have been influenced by a variation be- 
tween the rates of sales and of production. 

Once the forecast and control budgets 
have been prepared it is possible to develop 
the variances which are due to a difference 
between the forecast and actual sales and 
production volumes. In the illustration 
$1,800 of sales revenue, $700 of gross profit, 
and $550 of net profit have been lost be- 
cause of failure to reach the sales goal. This 
is more than offset by the favorable pro- 
duction volume variance, due to a 20 per 
cent greater utilization of normal capacity 
than was originally planned. In developing 
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the sales volume variance it will be noted 
that a favorable variance is shown for dis- 
tribution and administrative costs, result- 
ing from the treatment of a part of these 
costs as variable with the rate of sales. 
With reduced sales the allowance is less, 
creating a favorable offset against the gross 
sales volume variance. 


COMPARISON WITH BOOKS 


The next step is to record in the third 
money column the actual results for the 
period as developed on the books. Here 
we have the actual variances from stand- 
ard cost as accumulated on the books. The 
volume variance is the same as in the con- 
trol budget, since both figures are based on 
the same volume of production. Compari- 
son of the book figures with the control 
budget develops the controllable variances 
due to sales price and operations. 

After the statement is completed, it is 
possible to develop some interesting infor- 
mation from it. Actual net income has been 
$2,100 less than forecast, because of a 
smali decrease in sales and a shading of 
sales prices, offset by a doubtful gain from 


operating the plant at a higher rate than 


necessary to maintain inventories and by 
a $250 saving in operating costs. I am not 
suggesting this type of table as a report 


for management; in actual use it would be 


too detailed for executives not trained in 
accounting. Rather I am suggesting it as a 
means of analysis for the accountant’s use 
and as an illustration of the way in which 
the principles of forecast budgeting can be 
most advantageously combined with the 
principles of flexible budgeting. 


THE SALES FORECAST 


I believe it is obvious from the discus- 
sion so far that the usefulness of the fore- 
cast budget for planning and coordination 
purposes is largely dependent on the way 
in which the sales forecast is developed. 
Let us consider this in more detail. 
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The sales forecast, once made, is used in 
many ways. In addition to its use in plan- 
ning production and finance, it serves as a 
base for measuring sales performance. 
Thus, in effect, it becomes a standard for 
measuring results, and, like any other 
standard, should be set on a basis which 
measures as accurately as possible what 
can be considered good performance. This 
applies alike to the over-all sales goal and 
to its subdivisions by product lines, sales 
territories, and even individual salesmen. 

In setting labor standards we are in- 
clined to frown upon the use of unsup- 
ported estimates and to favor time studies 
as a better method. In the same way, it 
seems to me that we should frown on sales 
forecasts which merely reflect someone’s 
estimate of what sales can be made under 
the conditions which are expected to exist 
for the forecast period. The statistical 
methods which have been developed for 
forecasting product sales volume may not 
be as accurate as the methods used for the 
time study, and more allowance may need 
to be made for the considered opinion of 
the sales personnel. The use of statistical 
methods, however, does provide a better 
base for measuring sales performance than 
does an unsupported sales department 
estimate, because it does permit some 
measurement of the effect of general busi- 
ness conditions on variances in sales vol- 
ume. 

What I am suggesting is that the sales 
forecast be related to that index of busi- 
ness conditions with which past sales of the 
company show the greatest positive corre- 
lation, and that the sales be forecast by 
first forecasting the level of the index for 
the budget period. If this is done, it is pos- 
sible, when actual volume and the actual 
level of the index have been determined, to 
measure the influence of both business 
conditions and the sales department on the 
results accomplished. 

Each company should endeavor to lo- 
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cate that general or specific index or to 
develop a composite index, which corre- 
lates as closely as possible with the past 
trend of its total sales or specific parts of 
its sales. Indices of industrial production, 
department store sales, bank clearings, 
new construction, auto registrations, etc., 
may be plotted against company sales ad- 
justed for seasonal variations and the long- 
time or secular sales trend, to locate the 
index or indices which tend to move up and 
down in about the same way as the com- 
pany’s sales. Often the combination of two 
or more published indices will provide a 
more positive correlation than a single 
index. Even though sales may tend to vary 
more or less widely than tlc index (that is, 
the amplitude of the fluctuation may be 
more or less) this is not a disadvantage if 
the percentage of variation between the 
two is reasonably constant, since adjust- 
ment can be made for this known factor. 
If the index tends to move upward or 
downward before the same trend is reflec- 
ted in the company sales, an additional 
guide in forecasting sales is provided. 

In suggesting the use of a business index 
as a guide to sales forecasting I am not 
overlooking the value of studies of long- 
term trends of sales, of seasonal indices, of 
market analysis, of the study of territorial 
potential, and of the judgment of the sales 
personnel. Nor am I suggesting that sales 
forecasting is a job for the accountant or 
the statistician. What I am suggesting is 
that the forecast be tied to some estimate 
of the conditions likely to prevail during 
the budget period, that such estimate be 
tied to an index which can be used to meas 
ure the extent to which the conditions vary 
from those forecast, and that this infor- 
mation be used to determine the extent to 
which the variance of actual from forecast 
sales is affected on the one hand by busi- 
ness conditions and on the other hand by 
the activities of the sales department of 
any division of it. What this does is to 
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Combining the Forecast and Flexible Budgets 


apply the principle of the flexible budget 
to the measurement of sales performance. 
In the factory, allowable expenditures tend 
to vary with the volume or rate of activity; 
in selling, sales volume tends to vary with 
the economic climate—the ups and downs 
of business conditions. Just as we measure 
the performance of a foreman against a 
standard adjusted to actual volume, so we 
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usual situation and I should like to discuss 
briefly the procedure for developing the 
mixture variance. In 2 company which sells 
a variety of products, each with a different 
gross profit margin, important losses of in- 
come can arise from failure to obtain the 
proper mixture of product sales. The way 
in which this may be measured is illus- 
trated by the following figures: 


Variances 
Forecast Control Pe 
Budget Budget Books Sales Sales Sales 
Volume Mix Price 
$100,000 $95,000 $92,500 $—5,000 $2,500 
Standard Cost of Sales.......... 55,000 57,000 57,000 + 2,750 —$4,750 
Standard Gross Profit........... $ 45,000 $38,000 $35,500 —$2,250 —$4,750 $,—2,500 


should measure the performance of the 
sales department against a standard ad- 
justed to the actual conditions which pre- 
vailed during the budget period. The use 
of business condition indices in forecasting 
sales makes this possible. 

To illustrate, suppose the sales depart- 
ment, in forecasting sales of $125,000 for a 
product line for the budget period, states 
that this figure is based on a forecasted 
level of 125 for the index being used. The 
actual sales amounted to only $123,000, 
but the actual index for the period av- 
eraged 122. Isn’t it logical in such a case 
to measure the performance of the sales 
department against the adjusted standard 
of $122,000, and to say that its perfor- 
mance has been better than standard, than 
to charge it, because of an error in esti- 
mating, with below-level performance? As 
every accountant who has had experience 
with standard cost knows, treating errors 
in the establishment of standards as fall- 
downs in performance can have a most de- 
moralizing effect. 


THE MIXTURE VARIANCE 


In Exhibit 1 the problem of sales mix- 
ture variance was avoided by assuming 
that the company manufactured and sold 
a single product. This, of course, is not a 


The forecast budget is based on a mix- 
ture of products which will yield a stand- 
ard gross profit of 45 per cent on stand- 
ard selling prices. However, the actual 
sales have a standard cost of $57,000 with 
a standard gross profit yield of $38,000, or 
40 per cent of standard selling price, be- 
cause of a higher proportion of sales of 
products with low gross margins. If the 
forecast mixture of sales had been actually 
obtained, the standard cost would have 
been 55 per cent of $95,000 or $52,250. The 
difference between this figure and the 
standard cost of the goods actually sold 
($57,000), or $4,750, represents the loss 
due to the higher proportion of low-margin 
goods in the actual sales. 

In computing the gross profit lost as a 
result of a sales volume $5,000 less than 
forecast, it is necessary to take into con- 
sideration this mixture variance, and to 
compare the forecast standard cost of sales 
with the standard cost of sales for the con- 
trol budget which would have existed if 
the forecast rate of gross profit had been 
obtained, i.e., if there had been no mixture 
variance. Comparison of the forecast cost 
of sales of $55,000 with the standard cost 
which would have resulted if the forecast 
margin had been obtained ($52,250) gives 
a cost of +$2,750 as an offset against the 
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sales revenue loss from the decreased sales 
volume. The sales price variance is de- 
veloped as before by comparing the actual 
sales at standard prices with the actual 
sales at attained prices as reported by the 
books. 

This type of analysis, when combined 
with forecasts tied to business indices as 
discussed above, enables the accountant to 
provide management with information on 
sales results comparable with the informa- 
tion usually provided on production re- 
sults. It permits a separate reporting of the 
variations in sales results that are due to 
the following: 
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The influence of general business on the volume 
of sales. 

The accomplishments of the sales department 
in obtaining the forecast sales volume in the 
light of general business conditions, 

The accomplishment of the sales department 
in obtaining the forecast mixture of sales of 
high and low gross profit items. 

The accomplishment of the sales department 
in obtaining the sales prices which manage- 
ment has set as standard. 


This is very useful managerial informa- 
tion. And it is the function and privilege of 
accounting and budgeting to furnish care- 
fully derived, useful information. 


COST PROBLEMS ENCOUNTERED IN 
CPA EXAMINATIONS 


Howarp F. GREENE 


in semiannual examinations, the 

American Institute of Accountants 
submitted to candidates a total of 724 
problems and questions on Accounting 
Theory and Practice. These examinations 
have been adopted by the examining 
boards of most states and territories as 
their official CPA examinations. For in- 
stance, the Institute reported that in May, 
1945, a total of 1,557 candidates took the 
uniform examination in forty-two states, 
the District of Columbia, and four terri- 
tories. Since Massachusetts and Rhode 
Island hold examinations only in Novem- 
ber, apparently only four states used inde- 
pendent examinations in May, 1945. 

It is of interest to cost accountants to 
note that of the 724 problems and ques- 
tions presented by the Institute 88, or 
12.15 per cent of the total, were based on 
cost accounting or the related subject of 
inventory valuations, 34 of the 88 being 
related to inventories. This represents the 
greatest number of problems based on any 


R= June, 1917 to November, 1945, 


one subject. Consolidated financial state- 
ments provided the basis for 55 problems 
and questions, Accounting for Mergers 
and Reorganizations was the subject of 32, 
and 32 more were concerned with Munici- 
pal Accounting. 

By comparison with this twenty-nine 
year period, statistics for the ten years 
ended November, 1945, show that 40 out 
of a total of 238 problems, or 16.81 per 
cent, were based on cost accounting, includ- 
ing 15 relative to inventory valuation. The 
obvious inference is that the American 
Institute Board of Examiners considers 
the subject of cost accounting to be of in- 
creasing importance. 

Cost problems encountered in American 
Institute examinations cover both job 
order and process cost systems. Situations 
in which joint products and by-products 
are produced are also presented, as well as 
estimated and standard cost systems. 

Under so-called ‘‘job order’ cost sys- 
tems, the individual job or customer's 
order is used as the unit for accumulating 
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Cost Problems Encountered in CPA Examinations 


cost data. Direct materials are usually 
charged against such job orders on the 
basis of information accumulated from ma- 
terial requisitions prepared at the time the 
materials are withdrawn from the store- 
room. Direct labor is apportioned to jobs 
according to time tickets prepared by the 
worker or a timekeeper. Apportionment of 
manufacturing expenses is the major prob- 
lem encountered in job-order cost prob- 
lems. The bases for such apportionment 
include (a) direct material cost, (b) direct 
material weight, (c) direct labor cost, (d) 
direct labor hours, (e) prime cost and (f) 
machine rate. 

Determination of direct material “costs” 
may be made under several methods: (1) 
the first-in, first-out, or “fifo,” (2) the 
last-in, first-out, or “‘lifo,” (3) average 
cost, (4) sliding or moving average, (5) 
base-stock, (6) specific cost of identified 
unit. A question on these methods was 
given in the November, 1940, Institute ex- 
amination, Part I, Problem 1: 

Of each of the following inventory methods 
(a) describe the principal features; (b) give at 
least one situation, business or industry in which 
it is used to advantage and considered good ac- 
counting practice, and in each case give the reason 
for its selection; also (c) state whether it is per- 
missible for federal income tax purposes: 

Retail method 

Using a constant price for so-called normal 

quantity of materials or goods in stock (base- 
stock method) 

Last-in, first-out 

First-in, first-out 

Average cost 

Deducting from the inventory a reserve for 

price changes or an estimated depreciation in 
the value thereof. 


This problem, or parts thereof, was re- 
peated in November, 1941, Part I, Prob- 
lem 5; May, 1943, Theory Question 8; and 
May, 1945, Theory Question 4. 
Determination of direct labor costs from 
time tickets is a mechanical procedure and 
no CPA problems have been based thereon. 
One problem on the proper treatment of 
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overtime labor premiums in cost-finding 
was given in the May, 1945, examination, 
Theory Question 9: “Discuss briefly the 
relative merits of charging overtime premi- 
ums to individual production orders or in- 
cluding them in the departmental over- 
head.” 

Problem 2, Part II of the June, 1917, ex- 
amination asked, ‘Explain in full the 
theoretical difficulties in regard to each 
of three commonly used methods of dis- 
tributing overhead burden in cost account- 
ing.” In May, 1918, Part II, Problem 5 
required the candidate to “Name two 
methods of distributing the overhead or 
indirect expense of a factory so as equit- 
ably to transfer such expense to the cost of 
the different articles manufactured. What 
advantage has either method over the 
other?” May, 1920, Part II, Problem 4 
says “Define the following and give a list 
of expenses which would properly come 
under each heading: (a) Shop overhead; 
(b) General overhead. Discuss various 
methods of distributing such expenses.” 
In May, 1928, Part I, Problem 1 involves 
a situation in which burden is distributed 
by using the “predetermined-machine- 
hour rate method.” Note that use of a 
“predetermined” rate is customary in 
cost accounting since it usually is not 
practical to wait for an “actual” rate to be 
known at the end of the accounting period 
before commencing overhead apportion- 
ment for the period. In November, 1940, 
Part II, Problem 5, the candidate is told 
that “It has been decided to include 
burden in the production cost at depart- 
mental normal rates, and you are called in 
to calculate these rates from the following 
normal annual operating data prepared by 
the company. . . . State the basis or bases 
on which the burden should be applied to 
the direct manufacturing costs.” 

Manufacturing expenses may be gen- 
erally segregated into two classes, (a) 
fixed, which tend to remain constant in 
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amount regardless of variations in volume 
of goods produced, and (b) variable, which 
tend to vary in amount in ratio with 
fluctuations in production volume. In 
November, 1944, Theory Question 6 
states: “In accounting for manufacturing 
costs, a company maintains a record of 
fixed and variable overhead expenses as 
well as a record of units produced. Dis- 
tinguish between fixed and variable ex- 
penses by appropriate illustration, and 
explain the reason for maintaining a 
segregation of such expenses.” 

In a period of abnormal or subnormal 
production, fixed overhead should be 
distributed to production at normal period 
rates. This principle is involved in May, 
1940, Part I, Problem 1, which states: 
“Due to an extended slow-down strike in 
1939 much less coal was mined in that 
year than during the three preceding years 
in which production was considered nor- 
mal. ...Is the pricing of the closing in- 
ventory at December 31, 1939, at $19.88 
per ton acceptable for financial statement 
purposes? . . . Discuss briefly the classify- 
ing of costs into fixed and variable divi- 
sions.” 

When overhead is distributed on the 
basis of predetermined rates, the difference 
between the amount so distributed and the 
actual manufacturing expenses represents 
over-applied or under-applied overhead. 
Such overhead variation may be treated as 
follows: 

(a) carried directly to profit.and loss as 

(1) an adjustment of cost of goods 
sold during the current period or (2) 
a nonoperating adjustment 

(b) deferred to a future cost period 
(usually done during intermediate 
periods within a year to level off 
seasonal variations) 

(c) apportioned between cost of goods 
sold during the current period and 
inventories of goods in process and 
finished goods at end of the period 


(1) by means of a supplemental rate 
distribution to each job worked on 
during the period (not usually done, 
because of the volume of work in- 
volved and questionable value of 
results) or (2) by an approximation 
based on total costs as previously 
determined. 
In November, 1930, Part I, Problem 3, the 
unofficial solution published by the Ameri- 
can Institute refers only to a method 
like the last item above, saying, “a simple 
approximation somewhat as follows, may 
be used to distribute the overapplied 
factory overhead.” 

It should be noted that an over- 
application of burden produces overstated 
ending inventories, whereas an under- 
application of overhead results in a con- 
servative statement of inventories. The 
necessity for adjusting inventory values 
is much greater, then, in the first case than 
in the latter. In November, 1932, Part I, 
Problem 1, the unofficial solution gives 
the following analysis: 

The candidate, after studying the problem and 
noting the variations between actual and applied 
overhead, and the apparently arbitrary rates of 
100 per cent of direct labor used in each depart- 
ment, may be sorely tempted to redistribute the 
overhead in an attempt to arrive at actual cost. 
Before making a redistribution, however, the 
candidate should consider two factors: (1) the 
possibility of an accurate distribution, and (2) the 
desirability of a distribution. ... Thus a strong 
argument is presented against using the actual 
costs, even with no consideration of the possibil- 
ity that an overhead rate of 100 per cent will pro- 
duce a normal cost, a cost which averages out the 


seasonal fluctuations and is more satisfactory 
than the actual cost. 


November, 1932, Part I, Problem 2 also 
covers the most complicated situation in- 
volving distribution and redistribution of 
costs of service departments against pro- 
duction presented by any Institute prob- 
lem. Journal entries and ledger accounts 
are given covering charges against (a) 
power house, (b) pattern shop, (c) foundry 
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and (d) machine shop. Power house costs 
have been redistributed to the other three 
service departments and to general office. 
Pattern shop overhead has been redis- 
tributed to work-in-progress and general 
plant expense. Final distribution of over- 
head to jobs in process has been made from 
the pattern shop, the machine shop, the 
foundry, and general plant expense. The 
major principle involved in the problem is 
the reversal of these distributions and re- 
distributions so that the total amount of 
each element of cost will be available for 
the statement requested by the president 
of the company, who has “asked that 
figures be submitted showing inventories 
at the beginning, purchases, payrolls, etc.” 
—presumably meaning figures for use in a 
Statement of Cost of Goods Manufactured 
and Sold. 

Process cost systems have been used as 
the basis for a majority of the Institute 
examination cost problems. If production 
consists of certain standardized products 
manufactured by means of various uniform 
processes, the individual process for a 
given period is generally used as the unit 
for accumulating costs. Unit cost of pro- 
duction is calculated by dividing total cost 
applied to the process, by total units 
produced by the process. The practical 
application of this principle becomes com- 
plicated by the necessity for considering 
partially completed units (goods in proc- 
ess). Whereas direct materials may be 
100 per cent applied at beginning of the 
process, conversion costs (labor and over- 
head) are applied gradually throughout 
the process. Consequently, in determining 
total periodic production, it is customary 
in cost accounting to convert the units in 
process to a “fully completed equivalent” 
for each element of cost by multiplying the 
units in process by the estimated per- 
centage of completion. For instance, 1,000 
units that are 50 per cent completed re- 
quire the same conversion cost as 500 


units that are 100 per cent completed. 

If the percentage of completion of goods 
in process is not given, the best assumption 
is that 100 per cent of materials and 50 
per cent of labor and overhead have been 
applied, on the theory that all materials 
were used at the start of the process and 
that conversion costs were applied uni- 
formly throughout the process with some 
units just started and some practically 
completed, the entire number in process 
thus averaging half-converted. 

November, 1945, Part II, Problem 2 
presents a process cost situation. “For 
purposes of this statement inventories are 
to be stated at cost as follows: materials, 
according to the first-in, first-out method 
of accounting; direct labor, at an average 
rate determined by correlating total direct 
labor cost with effective production during the 
period; and manufacturing overhead, at an 
applied rate of 120 per cent of the direct 
labor rate” (Italics added). Work in 
process is stated to be 80 per cent com- 
plete. 

November, 1944, Part II, Problem 2, 
requires a statement of undelivered in- 
ventories at cost in connection with a 
terminated contract, work-in-process in- 
ventories being given as follows: 

January 1, 1944 March 31, 1944 
Dept. No. 20 800 units, estimated 500 units, 40 per 
to be 40 per cent _cent complete 
complete 
Dept. No. 30 600 units, estimated 800 units, 70 per 
to be 30 per cent cent complete 
complete 

One of the best problems to illustrate 
the fully-completed-equivalent principle 
is in May, 1938, Part I, Problem 1. In- 
ventories in process are stated to include 

Direct material content (100 per cent 

complete) 

Direct labor content (average 50 per 

cent complete) 

Indirect cost (at 50 per cent of direct 

labor costs) 
An alternative solution is required as- 
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suming that indirect costs were actually 
60 per cent of direct labor costs. 

Another excellent process cost problem 
is in May, 1925, Part II, Problem 1, in 
which a different stage of completion is 
given for each of four departments. This 
problem also presents the situation in 
which a shrinkage of units occurs in 
process. Since the costs do not shrink 
correspondingly, it becomes necessary to 
dispose of the costs applicable to the lost 
units. Two methods are commonly used. 

(1) Apportion the lost-unit cost to goods 
in process and to goods finished, by 
pricing the ending inventories at 
values determined by dividing total 
cost by the reduced number of 
units. 

(2) Transfer the lost-unit cost to the 
next process by valuing the ending 
inventories on the basis of prices 
determined by dividing total cost 
by the number of units placed in 
process before shrinkage. 

The first method is used in the unofficial 
solution to May, 1925, Part II, Problem 1. 

Other cost problems involving treat- 
ment of lost units include November, 1922, 
Part II, Problem 1; November, 1937, Part 
II, Problem 1; and May, 1945, Part II, 
Problem 2. In these problems, however, 
inventories are not a factor and the lost- 
unit cost consequently applies entirely to 
goods finished. 

A situation is sometimes encountered in 
which more than one product results from 
a common manufacturing process. If such 
products are relatively unimportant, they 
are treated as by-products and no attempt 
is made to apportion common costs thereto. 
The excess of recovery from the by-product 
over any costs directly chargeable thereto 
is usually credited to reduce the cost of the 
other “principal” products. Recovery from 
the by-product is calculatedfas proceeds 
realized from the quantity produced and 
sold during the period plus market value 


of the quantity produced during the period 
but not sold. The result is that by-product 
inventories are priced on the books and 
financial statements at market value. 

When different products manufactured 
by a common process are relatively im- 
portant, they are considered to be “joint” 
products, and costs are arbitrarily ap- 
portioned in such a way that the gross 
profit on all such products will show the 
same ratio to sales values. Since the cost to 
be apportioned is cost of the number of 
units manufactured, and the uniform ratio 
to be attained is that of cost to selling 
price, it is necessary to ascertain the sales 
value of the number of units of each 
product manufactured. The ratio of total 
cost to sales value of total units manufac- 
tured can then be applied to (1) total sales 
value of a specific product manufactured 
to ascertain total cost to be apportioned to 
that product, or (2) unit sale price of the 
specific product to find unit cost of that 
product. 

In calculating sales value of total units 
manufactured, it is necessary to use (a) 
sales proceeds of units manufactured and 
sold, (b) current market price of units 
manufactured but not sold (inventory at 
end). 

The best problem ever given in an In- 
stitute examination to illustrate the com- 
parison of the joint-product and by- 
product principles is in May, 1924, Part I, 
Problem 1. Here the Copper Metal Mining 
Co. produces copper, silver, and gold, and 
the candidate is required to “determine the 
profit or loss in the two ways named below, 
before depletion, for the year 1923 and the 
value of the inventory, at cost, as at 
December 31, 1923, each metal being 
valued separately, on the bases (1) that 
copper is the principal metal and silver and 
gold by-products and (2) that each metal 
bears its own share of the costs.” 

Several other problems involve the joint- 
product principle. 
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(1) November, 1927, Part II, Problem 
2, in which “‘The Golden Fleece Knitting 
Mills, engaged in the manufacture of 
woolen sweaters of various kinds,” finds 
that “owing to sundry imperfections neces- 
sarily and continually arising jn the manu- 
facture, some of the finished articles have 
to be classed as ‘seconds’ and are sold at 
25 per cent less than the selling price of 
‘frsts’.”” 

(2) May, 1933, Part I, Problem 3, in 
which six sizes of plate glass with sales 
prices ranging from 28 cents to 5 cents per 
square foot are manufactured at one time. 

(3) November, 1938, Part I, Problem 1, 
in which six grades of lumber with selling 
prices ranging from $35 to $10 per M feet 
are produced by common logging opera- 
tions. 

(4) May, 1941, Part I, Problem 2, in 
which the Zinc Mining and Milling Com- 
pany (A) mines zinc and lead ores, and (B) 
mills zinc concentrates (for itself; for 
others) and lead concentrates (for itself; 
for others). The company receives its 
compensation for milling ores for other 
people in the form of a share of the con- 
centrates produced. Milling costs are ap- 
portioned between zinc and lead on the 
joint-product basis. Separate apportion- 
ment of the cost of its own concentrates 
and the cost of concentrates received from 
others is necessary since the one cost in- 
cludes mining and milling, whereas the 
other includes only cost of the milling 
operation. 

Other problems involve the by-product 
principle of costing. 

(1) November, 1922, Part II, Problem 
1 states: “In Department B there is a yield 
of only 75 per cent of Saltero from the 
tonnage of the ingredients mixed; the 
other 25 per cent is treated in department 
E and one-half of this 25 per cent is re- 
covered as the by-product, Scrapto, the 
other half being entirely waste.” 

(2) May, 1925, Part II, Problem 1 
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states: “At the completion of the process 
in this department, by-product ‘Y’ (equal 
to ten per cent of the materials processed) 
is drawn off and shipped direct to the 
purchasing company as explained above. 
...In Department C, ingredients to the 
amount of ten per cent of the total mix 
are separated and transferred to Depart- 
ment D, where, after further refinements 
involving a ten per cent loss, the by- 
product ‘Z’ is recovered.” 

(3) November, 1928, Part I, Problem 1, 
in which a waste recovery of $18,694 is 
indicated and a shrinkage in volume of 
materials processed is obviously related 
thereto. 

(4) May, 1944, Theory Question 10 
requests the candidate “to explain various 
methods of accounting for by-products and 
the circumstances influencing the selection 
of each method.” 

Under standard or estimated cost sys- 
tems all three elements of cost (direct 
material,.direct labor, and overhead) are 
charged at predetermined rates. Subse- 
quently the variances between such stand- 
ard and the actual costs are analyzed to 
determine their cause. Several CPA prob- 
lems are based on standard or estimated 
cost systems. 

(1) November, 1918, Part I, Problem 2, 
which states that “‘The following problem 
is based upon the estimate cost system.” 
Cost data are given, and the candidate is 
required to “Prepare balance sheet and 
profit-and-loss account for the month. Add 
or deduct from cost of sales, when pre- 
paring profit-and-loss account, the un- 
absorbed labor, expenses, etc.” 

(2) November, 1927, Part II, Problem 
2, in which “the mill operates under a 
system of ‘standard costs’ using a basic 
price for wool yarn of $2 per pound. The 
standard costs for labor, overhead, etc., 
vary according to the article manufac- 
tured.” 

(3) May, 1940, Part II, Problem 2, in 
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which the S.S. Manufacturing Company 
“decided to establish standard costs.”’ At 
the end of a thirty-day operating period 
the factory cost accountant confessed that 
he and the factory foreman had contrived 
to produce for their personal benefit 500 
lawn mowers above the recorded produc- 
tion. The candidate is required to “‘restate 
the actual and standard production costs 
for the thirty-day operating period and 
show the estimated loss by theft of the 500 
lawn mowers.” 

(4) November, 1941, Part II, Problem 
4 asks the candidate to “List five items 
entering into the cost of a manufactured 
product, the treatment of which in an 
‘actual’ cost system might differ in a ‘stand- 
ard’ method of determining costs and 
briefly describe how the amounts by which 
the actual costs vary from the standard are 
treated.” 

(5) May, 1944, Part II, Problem, 2 in 
which “The management desires to check 
manufacturing cost estimates against cor- 
responding actual costs through the fac- 
tory accounting records, and decides to 
make use of procedures followed under 
estimated cost systems in which estimated 
and actual costs are reflected in opposition 
in cost accounts and variations are de- 
veloped thereby.” 

The current trend toward apportion- 
ment of distribution costs to sales or kinds 
of products sold is illustrated by two 
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recent problems. In November, 1941, Part 
I, Problem 3, the candidate must “Prepare 
a schedule showing sales, costs, and op- 
erating net income for each line of goods 
distributed by the Argo Grocery Com- 
pany.” Also, in November, 1945, Part I, 
Problem 3, “The Johnson Meat Packing 
Company desires to study its distribution 
costs (selling, administrative and general 
expenses) which in the aggregate constitute 
65 per cent of the total cost of doing 
business. From the information following, 
prepare an exhibit showing the allocation 
of total distribution cost per cwt. of meat 
products for each size-class of order (ex- 
pressed in pounds per order). Carry out 
unit costs to hundredths of a cent.” 

It can be seen from this survey that the 
cost problems presented in the American 
Institute examinations involve questions 
of policy and procedure as well as cost 
computations and journalization. Of neces- 
sity the questions do not cover many of the 
routine operations performed in the setting 
of standards, the recording of costs, and 
the preparation of cost reports, since such 
operations are not generally provocative 
of searching questions. As has been in- 
dicated, the number of cost problems in the 
examinations has increased proportion- 
ately over the years, and it may also be 
noted that a majority of them have 
represented problems that were currently 
of major concern to industrial accountants. 


CREDIT, BILLS, AND BOOKKEEPING 
IN A SIMPLE ECONOMY 


W. T. BAXTER 


« rom the point of view of the 
HK methods of exchange, there were 

three main stages of economic de- 
velopment: the prehistorical or early 


medieval stage of natural economy, where 
goods were exchanged against other goods; 


the later medieval stage of ‘cash’ (money) 
economy, where goods were bought for 
ready money; and the modern stage of 
credit economy, where commercial ex 
change was based on credit.” Thus Pro- 
fessor Postan summarizes the views of 
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nineteenth-century writers on the history 
of exchange.! He goes on to explain that 
these writers relied on abstract deduction 
when there were gaps in their knowledge 
of business history; and further, that their 
minds had been newly quickened by the 
doctrine of evolution. They not un- 
naturally reasoned that, if credit has now 
evolved to a high peak of importance, then 
credit was probably less and less significant 
at each earlier stage. To quote one such 
scholar: ‘“‘It may even be doubted whether, 
in medieval trade, credit operations can be 
spoken of at all. Early exchange is based 
on ready payment. Nothing is given ex- 
cept where a tendered equivalent can be 
directly received.”’ If loans were ever made, 
they were for consumption, not trade.? 

Professor Postan goes on to shatter these 
deductions. Citing a mass of medieval 
debtors’ obligations, he proves that credit 
was not a negligible force in the Middle 
Ages, but was indeed the essence of many 
bargains. 

If credit has played its important réle 
for so long, then surely the history of book- 
keeping should supply further evidence on 
the point. Credit without written reckon- 
ing is almost impossible; the first and most 
fundamental reason for keeping accounts 
is to aid in remembering what we have 
trusted to our debtors. 

Early bookkeeping records fall into two 
groups, namely, the accounts themselves, 
and textbooks on accounting. A few sets of 
accounts date back at least to the close of 
the Middle Ages. But the bulk of the 
available evidence (as well as the text- 
books) is several centuries junior to these 
precocious survivors. Does such com- 


M. Postan: “Credit in Medieval Trade,” Economic 
History Review, I, 1927-28, p. 235. N.S. B. Gras has also 
summarized this interpretation of economic history, 
and pointed out its dubious features, in “Stages in 

sonomic History,” Journal of Economic and Business 
History, IL (1930), p. 395. 

*Karl Biicher: Economic Evolution, translated by 
Wickett (1901), p. 128 et seq. 
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paratively modern material shed any light 
on the issue? 

My own experience has been chiefly with 
the accounts of American merchants of the 
period 1710-75. Some of the ledgers, 
journals, and statements of Thomas Han- 
cock, his nephew John, his father-in-law 
Daniel Henchman, and their correspond- 
ents, have been preserved, doubtless be- 
cause of John Hancock’s prestige as one of 
the founders of the United States. Rela- 
tively youthful though these records are, 
they offer us a wealth of clues regarding 
trade practices in a primitive society. And, 
when we recall what sort of conditions the 
colonial traders had to work under, it 
seems fairly reasonable to suppose that 
their procedure may have been not unlike 
that of their medieval forebears. Their 
communications were still dead slow, their 
commerce was a mere trickle in volume, 
mass manufacture was unknown to them, 
and they had not yet set up transfer 
banks.? Their coinage was in great dis- 
order, and presents a clear analogy with 
the money used by medieval traders.‘ 


CONDITIONS IN COLONIAL NEW ENGLAND 


The men who wrote the Hancock MSS 
all lived in Boston. And it so happens that 
eighteenth-century New England is a 
particularly good field for research into 
primitive conditions, because its money 
was much worse than that of many other 
places. A bad monetary system was still 
no unusual thing—even England did not 
put her coinage onto a moderately sound 


3I have described these conditions fully in The 
House of Hancock (Cambridge, 1945), XVI. Chapter IT 
details the accounting evidence, which is mostl 
housed in Harvard Business School, and from whi 
I obtained all my following quotations unless the con- 
trary is stated. 

4A, Evans, “Some Coinage Systems of the Four- 
teenth Century,” Journal of Economic and Business 
History, II, p. 481; A. P. Usher, Early History of 
Deposit Banking in Mediterranean Europe (Boston, 
1943), p. 193. 

5C. P. Nettels: Money Supply in the American 
Colonies (Madison, 1934), p. 163. 
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basis until 1696. But the plight of the New 
England colonies was exceptional. Nomi- 
nally, their money consisted of pounds, 
shillings, and pence, each of these units 
being (in Massachusetts) worth about 
three-quarters of its British namesake. But 
I doubt very much whether the Hancocks 
ever saw any of these coins, which seem to 
have disappeared about 1700. For hard 
cash, the New Englanders relied on dollars 
and other foreign coins won in their West 
Indian shipping ventures.’ If we turn to 
one of Henchman’s accounts with a Penn- 
sylvanian firm that had sold him flour, we 
find that he sent back this medley of coins 
in payment: 

johannes (i.e. Portuguese gold piece) 

moidores (i.e. Portuguese gold piece) 

guineas (i.e. English gold piece) 

French guineas 

pistoles (French or Spanish gold coins) 

doubloons (two pistoles) 

“checkeens” (i.e. sequins, Italian gold 

coins) 

Such moneys were valued by both giver 
and taker in the monetary units of their 
respective provinces before being entered 
in their accounts. In other words the local 
pounds shillings, and pence were still used 
as units of value, even when they were not 
the units of exchange. 

This was by no means the end of the 
story. Perhaps one coin in a hundred was 
worth its face value. Most had been so 
sadly clipped and sweated that they would 
be taken only at a discount. ‘These 
guineas” writes Thomas Hancock “are 
very short of Weight and to pass them 
here would be a great Loss as they must 
weigh here 5 dwt. 9 grs.’”’ So householders 
kept scales for testing the coins that came 
their way. Journal entries were apt to 


*¥For a description of the currency, see W. B. 
Weeden, Economic and Social History of New England 
(Boston, 1890), and J. M. Davis, Currency and Banking 
in the Province of Massachusetts Bay (New York, 1901), 
and articles in Proceedings of the American Antiquarian 
Society (February, 1898), and New England Historic 
Genealogical Society Register, LVII, p. 280. 
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treat coins like goods to be dealt in by 
weight, e.g., one entry tells of a debtor's 
payment in silver money “which I sold to 
—— 4 oz. 17 dwt. 13 gr. @ 12/-per oz.” 

But even these battered foreign coins 
were somewhat hard to get. The reason for 
the shortage is probably as follows. Al- 
though New England was a hungry buyer 
of British manufactures she could in 
return grow little that was pleasing to the 
mother-country. Consequently her mer- 
chants paid for part of their supplies by 
exporting al] forms of coins and specie. A 
coin from the Indies might circulate for 
only a brief period before being shipped to 
London. As late as 1750 a visitor to Boston 
wrote “This is the first time... that 
Supplies of Silver Coin could be had from 
Boston, ’tis quite new to them—merchants 
that could supply 50,000 £ Value in stores 
cannot raise 5,000 £ St. in Cash.’”’ 

To fill this gap the New Englanders 
took what was then the bold and original 
step of making paper money (as early as 
1690). And not only did each of the various 
provinces print official notes but groups 
of private individuals formed themselves 
into “banks” that experimented with large 
issues on the basis of silver, land, or 
merely personal credit. Soon both types of 
notes began to depreciate ‘owing to the 
idle suspicions of the ignorant.’ There 
followed a long and gentle inflation which 
rose sharply to a peak during the war of 
1744-8. Conservatives sometimes accepted 
the private notes only at a discount which 
varied according to the issuer’s status and 
they flatly declined to take the notes of the 
more exuberant bodies. Even the official 
notes were looked on with some misgiving; 
and as they had almost the status of legal 
tender they presumably helped to drive 
hard money from circulation.® 


7 See the Canadian Archives’ Documents Relating o 
Currency, Exchange, and Finance in Nova Scotia (Ot 
tawa, 1933), p. 296. 

8 Davis, op. cit., pp. 101-8. 
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The Hancock records leave little doubt 
about the scarcity of all forms of money, 
even in years when metal was being eked 
out by a considerable flow of paper. The 
shortage heightens the resemblance be- 
tween Colonial conditions and those ob- 
taining in medieval Europe. In.both cases, 
it is worth noting, the standard of value 
and reckoning was often not the staple 
standard of exchange. This has led certain 
writers on medieval currency to talk of an 
“imaginary money of account.” The 
phrase is apparently justified if it means 
that some of the units were not represented 
by coins, e.g., the “shilling” might not 
exist (and might indeed never have 
existed) but simply was a handy name for 
“a dozen pennies.” Further, changes in 
the relative values of gold, silver, and 
copper might result, e.g., in the penny’s 
(actual coin) ceasing to be the same thing 
as the penny (unit of account); the former 
was then rated at some such ungainly 
fraction as 20/29 of the latter. So the link 
between the two brands of money might 
well be slender. But I find great difficulty 
in conceiving of genuinely imaginary 
money. Surely price units must always 
have been anchored to real money or 
commodities by some rating system. even 
if it was unofficial and based merely on the 
common consent of the market.® In the 
case of New England, prices and therefore 
money of account would seem to have been 
tied to the notes, though the links in the 
chain were elastic. Had money not been 
based on something less airy and illimitable 
than mental concepts the temptation to 
offer more of such cheap stuff would surely 
have been irresistible, and inflation swift. 

In New England, the disappearance or 
scarcity of money did not result in a 
correspondingly low price level. True, any 
withdrawal of the official note issues 
produced a noisy outcry, checked trade 
somewhat and caused a downward pres- 


* Usher, op. cit., p. 217. 


sure on prices. But the drop was never so 
spectacular as might have been expected; 
and there was no bottomless depression. 
Instead of fettering themselves to the 
ordinary forms of money, the New Eng- 
landers turned to other and older means of 
exchange. The Hancock MSS show that 
trade was largely based on commodity 
money and barter. The accounts are richly 
seasoned with references to payment in 
grain, in rum, and in potash, etc. Many a 
debt is stated to be “‘received in molasses,” 
or “settled this day in cordage,” or “paid 
in pork.” 

This is not to say that commodity- 
money ranked on the same plane of ac- 
ceptability as cash. Ordering 30 barrels of 
pork, a Halifax trader writes: ““You were 
so kind to tell me when you found the 
difficulty of procuring Cash that you 
would let me have more pork should the 
people here be inclin’d to take it on Acco 
of payment.’ As late as 1783, a Salem 
debtor is commanded to pay “in as much 
Cash as you can Obtain—and perhaps 
Some W. India Goods if the Price Suits.” 
Goods, it should be noted, were never 
thought of as units of value. Like strange 
coins, they were weighed and valued in 
terms of Massachusetts money; thus a 
journal entry runs: 

James Barrick Dr to Merchandise 

Ballance due to him paid in Hemp this 

day, 130 cwt. 0.8 Ibs. at 64 £416. 9. 24 
The goods were presumably appraised at 
the current market prices, or at the official 
values proclaimed by the legislature when 
taxes were collected in kind. This meant 
that a merchant might in theory have to 
“sell” commodity money to his creditors 
without making a profit; and the books 
contain traces of many such non-profit 
transfers. But doubtless the merchant 
would tend to glean some revenue. Barter 
lends itself to the exploitation of creditors. 


10 Boston Public Library, Ch.M. 3.5, II, p. 221, 
July 30, 1767. 
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“He that bartereth hurteth hymself, for 
commonly the one partie ether for lacke of 
makyng his reconyng or for not hauyng 
knowledge of the wares or prises of the 
same, or dooth not consider the tyme 
whiche passeth and commeth, bee it long 
or short, (for as the prouerbe is: The 
Wolues eate not the daies, for thei passe 
bothe slepyng and wakyng) ie euer driuen 
to the worsse.’’" Abuses were particularly 
rife when servants were paid in kind. A 
New England pamphleteer explains how 
a carpenter loses by being paid his wages 
in depreciating notes, “and even this is 
further reduced, by obliging him to take 
one half in shop goods at 25 per cent or 
more advance above the money price.” 


CREDIT IN A BARTER SYSTEM 


The Hancock records suggest that credit 
was of greater rather than less importance 
under these conditions. Prompt payment 
in pigs, for instance, would often have been 
highly inconvenient alike to giver and 
taker. Commodity money was probably 
thought of more as “commodity” than 
“money,” i.e., its movement was bound up 
with considerations of harvesting, con- 
sumption, or resale. Delays in payment 
were therefore inevitable. Further, as the 
units were not always homogeneous or 
readily divisible (e.g., the hog) exact 
settlement was hard, and a balance of debt 
was often left over. Trade would scarcely 
have been possible without abundant 
credit. 

Under such circumstances, bookkeeping 
was indispensable. Indeed, I feel that the 
system might well be named “bookkeeping 
barter.”’ Account after account shows how, 
for instance, country shopkeepers would 
take manufactures from their Boston 
wholesaler, and would then pay by slow 


11 Jan Impyn, New Instruction (1547), reprinted in 
Economisch-Historisch Jaarboek, 1934, p. 40. 
12 Douglas, quoted by Davis, op. cit., p. 376. 
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and painful instalments—perhaps first 
some butter, then a bill of exchange, next 
a barrel of pickled beef, and so on. Between 
any two traders, goods normally flowed 
both ways; and the balance of debt might 
swing from side to side as the years went 
by. Per-contra payment was thus the rule, 
and any trim division of personal accounts 
into a debtors’ and a creditors’ ledger 
would have been out of the question; 
also, dealings were far too involved to 
permit of their grouping in specialized day 
books. 

A certain amount of two-way trade 
would be natural enough in a small com- 
munity; something similar is still found 
in rural South Africa, particularly in the 
trade of storekeepers in the native ter- 
ritories. But its volume in the Hancocks’ 
time (and especially in the twenties, when 
monetary difficulties were unusually se- 
vere) can hardly be explained except by a 
great need for bookkeeping barter. Every 
Tom, Dick, and Harry was a credit 
manipulator. Thus Henchman kept a 
ledger account for his barber, who took 
corn as payment. The painter who deco- 
rated his house sent in an account-current, 
which shows that payment was extracted 
in driblets of cash, corn, and books. Hench- 
man’s ledger also shows his brother’s being 
charged with board (in an account that 
runs on for eleven years, and is credited 
with various items such as oranges and 
oysters); even “Jean Whippo, our maid” 
has an account that is credited with her 
wages (at £5 per annum) and is debited 
with “1 suit of cloaths ... £5,” etc. The 
life and hopes of countless persons must 
have been sternly ruled by a ledger ac- 
count. 

Plainly, this type of trade does not fit 
into any neat historical analysis of barter, 
money, and credit stages. All three types 
of exchange exist side by side, and may 
indeed be met with in a single contract. 
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For instance, credit may be allowed to a 
debtor who promises to pay later with one- 
third money and two-thirds goods (which 
are always valued and recorded in terms of 
money). 
THE DEVELOPMENT OF 
CREDIT TRANSFERS 


Crude barter has two glaring defects: (1) 
if A and B are to exchange goods, their 
wants must be simultaneous; and (2) each 
must want what the other has. 

Bookkeeping and credit enabled the 
New Englanders to surmount the first 
defect. To some extent, they contrived to 
overcome the second also. This was done 
by triangular barter. A sells goods to B; if 
B does not have what A wants, but is owed 
a debt by C, he may send A to look for 
acceptable things in C’s store; a purchase 
there will mean that C has paid B, andB 
has paid A, although the goods in fact 
move only across the base of this triangle 
of traders. Such three-sided settlements 
were common as witness waste-book 
entries such as the following, in which 
Hancock fills the réle of B: 

Brown and Son Dr to Joseph Rhodes 

for 15 boxes Tin plates 

Were similar transfers made in the 
Middle Ages? Common sense suggests that 
the New Englanders probably inherited 
their technique of settlement from an 
earlier generation. And we know at least 
that transfers of goods took place when 
the goods had been deposited in a ware- 
house. Before the Christian era, the 
Egyptians could transfer rights to grain 
stored in granaries (with the help of a 
document corresponding to a cheque);# 
and transfers of hemp were made in the 
government rope factory of Venice in the 


W. L. Westermann, “Warehousing and Trapezite 
Banking in Antiquity,” in Journal of Economic and 
Business History, 1931, p. 49; A. T. Olmstead, “Ma- 
terials for Economic History of Ancient Near East,” 


ibid., 1930, p. 224. 
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fifteenth century."* Here are exact anal- 
ogies to certain warehouse dealings that 
are mentioned in the Hancock MSS. For 
instance, Hancock had to hand over gun- 
powder for safekeeping to the official 
powder house; his account with this in- 
stitution shows that he would then give 
orders to third persons entitling them to 
withdraw barrels. Much the same sort of 
thing happened when he had sent molasses 
to a distillery to be made into rum. 

But if C is a warehouseman or a similar 
agent, perhaps we should be wary about 
speaking of triangular settlement. C is not 
here a fully fledged third party, but merely 
B in thin disguise. The goods still belong 
to B; thus Hancock did not always keep 
a money account with C (the powder 
house) but merely a stores account in 
terms of barrels. Happily for our theory, 
however, such warehouse transactions 
make up only one in a hundred of his 
triangular settlements. C was far more 
often an independent trader. 


EARLY BILLS OF EXCHANGE 


Should it prove that triangular settle- 
ments in kind were common in the Middle 
Ages, they may well explain the birth and 
popularization of double entry. What is 
more, they may perhaps throw light on the 
origins of bills of exchange. 

Medieval scholars have shown us that 
recognizable ancestors of our bills had 
appeared by the fourteenth century. The 
very first evidence, we are told, consists of 
references to “letters of payment” in 
correspondence (dated 1291) from a Flor- 
entine company to its branch or agent in 
London. The bulk of the early evidence 
suggests that bills were used chiefly in 
foreign exchange; that they were some- 
what complex in nature, often involving 
four parties; and that they became usual 


4 F, C, Lane, “Rope Factory and Hemp Trade of 
Venice,” in the same Journal, 1932, p. 836. 
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in home trade only at a much later date 
(in England, the seventeenth century). In 
the Hancocks’ own times, Acts of Parlia- 
ment and Lord Mansfield’s judgments 
were still reducing the law governing bills 
to order.”® 

This history does not seem altogether 
complete or convincing. It can say little 
with assurance about the birth of bills. It 
cannot yet be supported with any of the 
actual documents, which naturally are 
extremely scarce; and, as resounding legal 
deeds and important foreign letters are far 
more likely to be preserved than homely 
trade papers, there must surely be some 
risk of giving too much weight to the 
former types of evidence. One is left 
wondering whether the bill’s origins should 
not be sought in something more simple 
and informal than letters to a foreign 
agent, and whether these early foreign 
bills had not some domestic parallel. On 
the face of the matter, evolution from 
foreign exchange to local payment, from 
the elaborate to the easy, does not appear 
likely. To my mind, the Hancocks’ tri- 
angular transactions (especially those in 
goods), and the papers by which such 
transfers were engineered, suggest that 
our history of bills is one-sided. And it 
must be remembered that the Hancocks’ 
legacy of MSS includes many papers of a 
type so informal that they would normally 
have been destroyed. 

Yet I scarcely need to emphasize that 
what follows is intended as nothing more 
than a tentative line of research for the 
medieval scholar. It would indeed be ab- 
surd if, in an article that starts by taking 
to task theorists who prefer doctrines of 
evolution to facts, I were to make the same 


18 Usher, op. cit., p. 73 et seg.; R. de Roover, ‘Early 
Accounting Problems of Foreign Exchange,” Account- 
ING Review, 1944, p. 381; W. S. Holdsworth, History 
of me Law, Vvul (London, 1923), p. 113. 

eR, D. Richards, aan History ‘of Banking (Lon- 
don, 1924), pp. 46-9; C. H. S. Fifoot, Lord Mansfield 
(Oxford, 1936), p. 91. 


blunder. In the field of biology, “evoly- 
tion” is merely growth, not necessarily 
from inefficient to efficient, or from simple 
to complex; sometimes the growth may 
seem degeneration to us. The same may 
well hold of human institutions like ex- 
change. At the beginning of the Middle 
Ages, the written, as contrasted with the 
verbal, contract was looked on with 
suspicion; so the first bills may well have 
been hedged around with formalities, 
Further, the medievalist can counter my 
suggestions by reminding me that the New 
Englanders had the very advanced English 
practices of the seventeenth century to 
build on; that foreign exchange loomed 
unnaturally large in the minds of the early 
merchants, because it was often a useful 
cloak for usury; and that the medieval 
merchant was at many points held back by 
conservatively minded jurists, whereas the 
new Colonies were relatively unhampered 
by legal aid. Let me describe the Hancock 
papers, and leave the reader to judge for 
himself. 

The simplest group of “orders” to 
reach the Hancocks was part of their two- 
way flow of goods. A wants wares from B; 
instead of going for them himself, he sends 
a servant or agent. This was very usual in 
the case of a country customer, who would 
write to Hancock for goods, and add that 
these should be given to some carrier or to 
the captain of a coasting boat for delivery. 
Such transactions are no more than mail 
orders at a time when there was no parcel 
post. The Hancock MSS contain many 
examples; a slight variant, which I found 
on the other side of the Atlantic, may be 
seen in: 

January the 25th 1763. 

Loving Child, 

please at your conveniency to allow to 
the poor wydow Bearer hereof and her 

Orphans one Bole of the Moulter of 

your Mill of Benbeculla, which Shall be 

Sustained at accounting with 
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Dear Sir 
Your affectionate father 
Ronald McDonald Clanronald Senior?” 


Often the third person was a partner, since 
a great deal of trade consisted of joint- 
adventures by casual and _ short-lived 
partnerships. 

The next group of orders was part of the 
triangular trade. Here the third person is 
no mere agent. When A asks B for goods, 
B gives him a written order on C. C then 
makes an entry such as: 

T. Atkins Dr to Merchandize 

for his note paid John More in Pork and 


Flour 4. 12. 3. 
B’s entry will be like this:'% 
Andrew Symmes Dr to Capt John 


Matchett 
for my order on him for 6 Bushells of 
Indian corn at 3/- —18.— 


An example of the note is: 
Boston 30 1769 
John Hancock Esq‘ 

Sir please to pay Mr. Joseph Moffat or 
order in goods One pound thirteen Shil- 
lings and 3d Lawful Money and charge 
your humble serv‘. 

Thos Dawes 


£1. 13. 3 


A suitable receipt is often written on the 
back. 

Great numbers of such notes have been 
bequeathed to us among the Hancock 
MSS. These survivors include forty-four 
from a single customer, for a period of 
only four months. Though there were 
many individual vagaries, most of the 
hotes tend to use much the same word 


*’ Clanronald MSS, Register House, Edinburgh. 
18 A doubtful example is: 
Expence Dr to Joseph Scott 

: for my note payable to W™ Warllan. 
This may either be “two-way’—i.e., Warllan is an 
agent, or Warllan has rendered some service and is 
rewarded with the note, without any account being 
opened for him. 
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formula, and even to be on paper of a 
standard size and shape, resembling our 
cheques. These facts, and the use of 
phrases such as “on demand” and “or 
order,’’ emphasize the likeness of the notes 
to bills of exchange. And perhaps it is 
worth recording that the “bank” and 
provincial monetary notes, on the other 
hand, leaned towards the bills payable in 
kind, for their wording mentioned a 
weight of metal.!® 

Another, perhaps smaller, group of 
papers consists of bills payable in money. 
A lot of these, particularly the more formal 
documents, were for foreign trade, thus 
supporting the views of the writers men- 
tioned above. On the other hand, many of 
the papers used at home were the same in 
effect as bills, although the informality 
with which they were sometimes drafted 
may disguise this fact. For instance, an 
order to pay one-third goods and two- 
thirds money would not now be classed as 
a bill by a lawyer; yet the results are the 
same. 

EVERY MERCHANT A BANKER 


The essence of our triangular settle- 
ments among A, B, and C is that C gives 
something of value to A on behalf of B. 
That something, as we have seen, was 
usually goods; it would have been idle to 
draw on C for cash if cash was not to be 
had. In the typical triangular settlement of 
to-day, C has blossomed into a banker, 
and the something is usually a credit in his 
books that is transferred from B’s account 
to A’s; settlement is made by the magic of 
a cross-entry. The question naturally 
arises: could the New Englanders also 
make settlements aithout moving goods 
or cash. 


19 Davis, op. cit., p. 158, reproduces a note: “This 
bill of twenty shillings, due to the possessor thereof, 
from the province of Massachusetts Bay, shall be equal 
to three ounces of coined silver, Troy weight, of sterling 
alloy, or gold coin, at the rate of four pounds eighteen 
shillings per ounce and shall be so accepted in all pay- 
ments, and in the treasury. Boston 1741.” 
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The answer is that they could and did. 
This is proved by their odd use of the word 
“discount.’”’ Discount’s original meaning 
was “abatement” or “deduction,” e.g., by 
way of a counter-claim against a sum due. 
(Discount on a bill was one special type of 
abatement: “interest discounted.’’) In- 
stead of taking goods from C, A might 
build up a credit with him (or lower an 
existing liability). So a variant to the notes 
runs: 

Pay into (or Discount with) 

Mr. James Dennie, or Order, 

Twenty Pounds. 
Such “checks” might be endorsed and 
circulate from hand to hand.” I am not 
sure whether any ‘“‘usance” was normal; 
probably, as in the above example, the 
drawer did not bother to specify when the 
payment or cross-entry was to be made. 
My impression is that a month here or 
there meant nothing in that easy-going so- 
ciety. Nobody seems to have fussed about 
“discount” in our sense. Perhaps the ex- 
change rates tendered for foreign bills took 
the time factor into account, though the 
risk factor loomed a great deal larger in the 
mind of the buyer, who was willing to pay 
substantially more for bills drawn by mer- 
chants with first-class reputations. 

Like the orders payable in kind, the 
notes may well have had their genesis in 
very simple requests, with the third person 
acting merely as agent or messenger. One 
possibility is shown by this letter: 


Boston JanY 10, 1769. 

Sir, 
Please to pay my Wife Mary An- 
derson Five doll* per Month on Accot 


20 Henchman’s journal contains: 
9 Sept 1732 Ebenezer Gennings Cr 
By a note to disct with Mr. Beecham 


from Apthorp £20 
David Mason Dr 

To Mr. Apthorp’s Note to pay Beecham 
endorsed to me for £20 


The Accounting Review 


Wages due to me on board the 
Schooner Lucy & charge the same to 
Your humble Seryt 
Charles Anderson. 


That the orders were widely understood js 
suggested by entries in Henchman’s ledger 
for two carpenters, one his debtor and the 
other his creditor; he puts through “dis- 
count” entries to set off their balances. On 
occasion, a verbal order might be a good 
enough authority for such a cross-entry. 
Apparently anyone who kept a ledger 
might be called on to transfer credit; every 
bookkeeper thus performed one of the 
banker’s functions, and clearance was not 
yet centralized. 

Most merchants of standing probably 
performed several other of the banker’s 
functions. In telling the story of the Han- 
cocks, I have explained that any large firm 
of repute would naturally be called on to 
deal in bills, to finance military campaigns, 
to take charge of other people’s funds, and 
to invest these in securities such as pro- 
vincial loans or lottery tickets.** But much 
less important men also carried out many 
of the banker’s tasks for their customers. 
Because there were no specialized bankers 
and little cash, trade and finance were per- 
force tightly intertwined. Henchman was 
mainly a bookseller, but an account for one 
of his country correspondents tells this 
tale. In four months, the correspondent 
makes eleven deposits (eight in the form 
of cash delivered by captains, or others, 
and three by notes). On the other side are 
shown a series of payments at the corre- 
spondent’s order (e.g., for pasturing 4 
horse); finally about £500 of cash is with- 
drawn, together with £950 made up of a 
wedge of gold and 25 double doubloons. 


INTERNATIONAL CREDIT AND EXCHANGE 


Importing provides another instance of 
the union between trade and banking. The 


" The House of Hancock (Boston, 1945), p. 204. 
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main fnancial burden of Anglo-American 
trade was shouldered by British exporting 
houses, which might give the Boston im- 
porter a year’s credit, free of interest, and 
extend the loan for a further period at 5 
per cent. The Boston merchant distributed 
the goods to country shopkeepers and 
chapmen, noting in his journal “to pay in 
4[or 8, or 12] months.” If the customer’s 
account was not squared after a long time, 
the balance might be converted into a 
bond carrying 6 per cent interest. When 
the account was next reviewed, this bond 
might be replaced by a fresh one (including 
compound interest). Like most other 
commercial documents, the bonds were in- 
formal. They might contain a clause stat- 
ing that the debt was to be doubled if not 
paid when due. Probably they were not 
normally mortgages over land, etc., though 
on occasion even a share in a ship was con- 
veyed as security; in some instances, a 
church pew was mortgaged.” 

It will be seen that the Boston merchant 
was doing much work that has since been 
delegated to bankers, shippers, and other 
agents. He was the central link in a chain 
of credit that stretched from London to 
the frontier. A loan seems a great favor 
before we have obtained it; after, we 
are apt to regard it as an injury. The 
heavy load of debt of merchants to Britain 


®Thus on 22 June 1767, the journal shows a man 

being charged with: 

Interest on his book debt after one 
year’s credit on goods sold him £ 4,11.9 

Bond dated 27 September 1764 now 

given up 421. 8.6 

Interest on this bond, 2 years, 8 months, 

4 days 69. 2.2 
After giving credit for some pork, a new bond was 
issued for the balance. 

* Hancock wrote this letter to three men: 

“The Pew [of the] late Capt John Bulkley in the 
meeting house whereof the Re? Mr Sam! Cooper is 
minister Being mortgaged to me the subscriber in 
1754 which I have taken Possession of. 

I am to Desire the fav" of you Gent" to apprize 
the same that I may give the Estate Credit for it. 
Note there is an Incombrence of Two Grand Chil- 
dren of Mr. Bulkleys sitting in s1 Pew which I can’t 
well Refuse,’? 
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was probably a major cause of the Revo- 
lution. 

An account-current between a Boston 
merchant and his London creditor would 
provide an object lesson to those who be- 
lieve in tariffs or exclusive trade agree- 
ments between two countries. It shows us 
the stark realities of international trade, 
unobscured by money or bankers. The 
British exporter had to be an importer too, 
or go without payment. As in lHfome deal- 
ings, the basis of trade was bookkeeping 
barter, often with triangular or more com- 
plex geometrical embellishments. If the 
Boston merchant had nothing that his 
London suppliers wanted, he would send 
provisions to Newfoundland, the West 
Indies, or Europe, and after one or more 
exchanges would get goods (or coins, or 
bills) that were acceptable in London. 

Bookkeeping barter was by no means 
the only feature that was common to both 
local and international trade. Indeed, the 
New Englanders could probably see little 
distinction between the two trades. For- 
eign coins were everyday fare in Boston, 
and dealings with the next-door province 
involved currency exchange. Country 
trade must have shaded smoothly into 
interprovincial, interregional, and inter- 
national trade. 

As we have seen, country customers 
were forced by bad communications to ap- 
point a Boston supplier as their general 
agent and banker. In overseas dealings, 
this dependence was the more complete; 
even the British government had to rely 
abjectly on Hancock for many supplies of 
credit, coin, and victuals, and for innumer- 
able small services. Foreign exchange was 
not confined to specialists. Anybody might 
dabble in it; illiterate fishermen on the 
Newfoundland Banks provided Boston 
with many sterling instruments drawn on 
their Devonshire homeland. A merchant 
was always willing to deal in sterling bills 
on Boston ’Change, in general as a buyer, 
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but occasionally as a seller if he had some- 
how managed to build up credits abroad 
(e.g., by a lucky sale of whale oil). It is 
hardly surprising that bills, even those on 
the British Treasury,* were by no means 
certain to be honored; each depended on a 
circle of transactions, and a ship might be 
lost, or another bill might not be due, or a 
clerk might make an error in posting. A 
creditor was apt to get his dues only after 
exasperating delays, bickerings, and re- 
bates. 

As in home trade, slight distinction was 
drawn between goods and money. Each 
was a “way of remittance.”’ Money might 
be preferable, but the creditor could often 
be bullied into taking goods; thus Hancock, 
after telling a London firm that no gold or 
bills are to be had, asks in what form they 
would like a debt in local money to be re- 
mitted, ‘‘and the longer it lyes the worse it 
will be as our money is daily sinking.” 
Among the bills sent to Jamaica was one 
“payable on demand in Molasses.” 

The Hancock MSS are worthy of study 
by monetary theorists on many grounds. 
They illustrate the working of an economy 
whose money, as we have seen, was largely 
made up of goods, private or external 
paper, and private paper based on goods. 
The quantitative importance of these 
seems to call for investigation. Perhaps a 
clue to the matter may be obtained from 
the effect of the great public note issue of 
1741-9; the volume of Massachusetts notes 
jumped from some £220,000 to £2,200,000, 
but the price of silver, and exchange rates, 
merely doubled.* 


EARLY TEXTBOOKS AS EVIDENCE 


So much for eighteenth-century colonial 
accounts. To what extent were they typi- 
cal of other places and dates? 

Europe was at that time producing a 


% Nettels, op. cit., p. 201; Baxter, op. cit., p. 104. 
% Davis, op. cit., p. 367; Proc. of American Acad., 
211. 


fair number of accounting textbooks.* 
These were usually illustrated with full 
specimen accounts. There seems no reason 
to doubt that such specimens give an ade- 
quate bird’s-eye view of contemporary 
trade methods, and provide us with fairly 
reliable standards of comparison. 

A survey of eighteenth-century books 
swiftly dispels any theory that the Han- 
cock records were like those of western 
Europe. True, casual partnership, joint- 
ventures, and consignments are often met 
with, and some authors still talk of barter; 
but bookkeeping barter seems to become 
rare about the end of the seventeenth cen- 
tury (especially in home trade), and cash 
transactions abound throughout that cen- 
tury. The only triangular transfers spring 
from bills of exchange—and the latter are 
payable in money. In short, the textbooks 
are in some respects far more modern in 
flavor than the Colonial accounts. We may 
perhaps risk two generalizations: 

(1) Textbooks and Colonial accounts are 
alike in their stress on joint-ventures, 
etc. (because companies had not yet 
replaced partnership as an outlet for 
the speculative), and on bills (because 
banks were not yet the staple agents 
for credit transfers). Incidentally, day 
books had nowhere won their complete 
victory over the journal, which sug- 
gests that the volume of straightfor- 
ward transactions was too small to call 
for grouping in specialized books of 
original entry. 

(2) On the other hand, textbooks differ 
from Colonial accounts in assuming 
that money is always available, and 
payment in kind a rarity. 

The further back we go, however, the 
less seems to be the gulf between the two 
sets of evidence. Textbooks dated 1718, 


% The library of the Society of Accountants im 
Edinburgh (where I made this survey) contains ten 
works of the eighteenth century, and four of the 
seventeenth. 
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1635, and 1610 show signs of bookkeeping 
barter. And Jan Impyn (1547) lists the 
following ways of buying and selling, 
whose kinship to Boston methods is pat- 
ent: 

“The first is with ready money. The second by 
tyme and daies of paimente. The third in geuyng 
wares for wares the whiche we call Bartery, and 
in Italien Barratto. The fourthe is with money, 
and part tyme. The fifth, with money and some 
wares, or other exchaunge. The sixt is by wares, 
and the rest for tyme. The seuenth by assignacion 
of one debtor to another. The eight one part by 
assignacion of redy money, and the other parte 
in wares, and tyme. And the nynth and last is by 
all condicions together, in geuyng money, wares 
assignacions, and for tyme.*? 


The researches of scholars lend color to 
the view that some of the Hancock meth- 
ods had long been commonplace. “A 
general rule of Roman Law recognized 
transfer of obligation in books of account 
as a valid means of payment. Such opera- 
tions were practiced by private persons as 
well as by the silversmiths (argentarit) who 
discharged many of the functions of the 
banker.’’® Professor Postan has mentioned 
medieval triangular transfers as substi- 
tutes for money.”® And an able study of 
Italian accounts at the close of the Middle 
Ages confirms this; there was, we are told, 
a well-developed system of debt settle- 
ment based on substitutes for money— 
“the ‘setting over’ of debts was a common 
practice despite the absence of negotiable 
instruments. Local payments were often 
made by transfer in bank or by transfer of 
credit on the books of an ordinary mer- 
chant or a merchant-banker. Transfer 
orders were given not in writing, but by 
word of mouth.’’° 

Let us now review our evidence. The 


Op. cit., p. 24. 

* Usher, op. cit., p. 4. Later pages mention many 
medieval analogies to the Hancocks’ oral and written 
transfers of money. 

* Op. cit., p. 246. 

*R. de Roover, “Early Accounting Problems of 
Foreign Exchange,” ACCOUNTING Review, 1944, p. 382. 


165 


Hancock MSS prove conclusively that, 
under Colonial conditions at least, any 
analysis of exchange into sequential phases 
of barter, money, and credit is indefensible; 
al] three elements existed side by side, and 
were often interdependent. A comparison 
of the Hancock MSS with bookkeeping 
records of the Renaissance suggests that 
Europe was at that date emerging from a 
somewhat similar stage. We are thus not 
without justification if we regard Colonial 
accounts as clues to medieval practice; but 
conclusions based on the analogy must be 
very guarded until many more medieval 
records have been unearthed and studied. 

The last word obviously rests with the 

medieval scholars. I look forward in partic- 

ular to further discoveries in the early 
story of bills. How is that story to be 
linked up with the innumerable notes that 
the Hancocks have left us? These seem to 
show that (a) orders in kind were an es- 
sential part of home trade; (b) bills could 
readily have developed out of the simple 
letters that shoppers would use daily when 
ordering goods; and (c) there was no 
marked gulf between home and foreign 
trade in the matter of payment methods. 

If we discard the barter-money-credit 
theory of exchange phases, dare we hazard 
any alternative? 

The phases suggested by accounting 
history are perhaps: 

(1) Pre-accounting age. Presumably this is a time 
of crude barter, sometimes with credit. 

(2) Bookkeeping barter. The “two-way flow” of 
goods allows traders to evade the worst 
drawbacks of crude barter. Some of the goods 
are commodity money. ‘Money of account” 
is the common denominator for reckoning, but 
the corresponding coins may not circulate 
much. 

(3) One-way flow. Metallic and paper money are 
met with so freely that payment in kind is 
unnecessary. A merchant can divide his per- 
sonal accounts into two groups, for suppliers 
and for customers. His transactions become so 


simple that he can segregate them in special- 
ized day books. 
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(4) Bank settlement. Finally, the advantages of 
payment by cheque reduce cash settlements 
to a negligible scale. Clearance is centralized. 


Such stages do not, of course, correspond 
crisply with successive periods of time. 
There must always have been some over- 
lapping; probably all stages existed to 
some extent even in the Middle Ages. But 
each may well typify the procedure that 
was dominant in certain centuries. 

Perhaps these accounting phases merely 
reflect steps in the evolution of the mer- 
chant. In the first, there are presumably 
few merchants, because craftsmen sell 
straight to customers without intervention 
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by middlemen. In the second, the middle. 
man has appeared, but he must be om- 
nivorous, buying and selling almost every. 
thing, and so making his profits in a tedi- 
ously roundabout way. In the third, he 
can concentrate on one type of goods. In 
the fourth, he rids himself of the work of 
settlement, leaving it’ to professional 
bankers. If this analysis is correct, the key 
to exchange phases is the merchant’s degree 
of specialization. 


%1 A counterpart of the unspecialized Boston trader 
is suggested by E. F. Heckscher: “Natural and Money 
por as illustrated from Swedish ” Jour. 

nal of Economic and Business History, III, p. 12. 


AIR TRANSPORTATION ACCOUNTING 


Louts E. 


uRING World War II the United 

States Office of Education author- 

ized many of our leading universi- 
ties to conduct intensive courses in 
connection with the Engineering, Science, 
and Management War Training Program. 
Air Transportation Management was one 
of the selected subjects. The students eli- 
gible to take this course were, for the most 
part, employees of various airlines who 
were selected by university registrars as 
most likely to benefit from a course of 
this type. Through this undertaking, our 
government endeavored to promote the 
usefulness of airline employees at a time 
when the airlines were handling numerous 
war contracts. 

Now that the war is over, airlines are 
growing on a scale greater than ever before. 
Numerous applications for expansion are 
now pending before the Civil Aeronautics 
Board in Washington, D.C. Many airline 
employees may wish to supplement their 
limited knowledge of transportation ac- 
counting. The lack of an adequate text- 
book on the subject and the inability of 
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several colleges of business education to 
offer the essential courses have been im- 
pediments to those who would pursue this 
field of study. I should like to introduce 
this subject to present airline employees 
and to educators gradually, because it is 
my conviction that accountants in con- 
siderable numbers may, in the immediate 
future, secure employment in this rapidly 
growing new industry. 

Air transportation is carried out today 
through the operation of approximately 
fifteen major airlines. Yet this type of 
transportation is relatively small in com- 
parison with transportation by land, or 
water. 

Airlines are subject to a greater degree of 
control than most private business corpo 
rations. The control lodged in the Civil 
Aeronautics Board over air carriers is simi- 
lar in many respects to the control vested 
in the Interstate Commerce Commission 
over railroads and other common carriefs 
by land. 

A carrier may be described as an organi- 
zation that transports persons or goods. If 
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its activities are confined to the continental 
limits of the United States, it is usually 
referred to as a domestic carrier. On the 
other hand, foreign carriers may operate 
all over the world. 

In 1938, carriers by air were brought 
under Federal control by the enactment of 
the Civil Aeronautics Act. However, it 
was not until January 21, 1942, that the 
Civil Aeronautics Board, for the purpose 
of carrying out the provisions of that act 
and to exercise its powers and perform its 
duties thereunder, promulgated an amend- 
ment to Section 202.2 of the Economic 
Regulation, and provided, among other 
things, that all domestic and foreign car- 
riers adopt as of January 1, 1942, a uniform 
system of accounts. The amendment to the 
regulation further provided as follows: 

Air Carriers, engaged in scheduled air trans- 
portation, shall keep any, and all accounts, rec- 
ords, memoranda, including accounts, records, 
and memoranda of the movement of traffic, as 
well as of the receipts and expenditures of money. 
It shall be unlawful for air carriers to keep any 
accounts, records, or memoranda after this date, 
other than those prescribed or approved by the 
Civil Aeronautics Board. Additional accounts, 
records, or memoranda may be kept, or any ac- 
count included in the system may be subdivided, 
if such additional accounts or sub-accounts do not 
impair the integrity of the accounts, records, or 
memoranda prescribed, and do not constitute an 
undue financial burden. The title of all subdivi- 
sions of sub-accounts shall refer by account num- 
ber and title to the account prescribed herein of 
which it is a subdivision. The numbers prefixed 


to account titles shall be considered a part of the 
title. 


The Civil Aeronautics Board futher pro- 
vided for the filing of periodic reports by 
all domestic air carriers on forms provided 
and these were required to be submitted 
within prescribed time limits. 


AIRLINE ACCOUNTING ORGANIZATION 


Remarks in this article pertain only to 
domestic air carriers. The accounts of an 
airline of this type are usually kept in two 
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general divisions of the organization. First 
there is the division in which the bookkeep- 
ing records necessary in the preparation of 
financial statements are kept. Second, 
there is the division in which the many 
statistical reports are compiled and as- 
sembled for filing with the Civil Aero- 
nautics Board. In many companies, the 
first division is further subdivided so as to 
provide for a separate department which 
handles only payroll matters. This is usu- 
ally under the supervision of a chief pay- 
roll accountant. 

The controller or chief accountant will 
usually supervise the preparation of the 
operating statements and the balance 
sheets which are made up each month as 
well as at the end of the calendar year. In 
addition, he usually has prepared under 
his supervision the fifteen schedules com- 
posing CAB Form 2780, which are re- 
quired to be filed with the Civil Aero- 
nautics Board. These schedules usually 
contain statistical data relative to aircraft 
operating expenses, ground and indirect 
expenses, station expenses, aircraft and 
aircraft engines acquired, traffic reports, 
aircraft miles flown and engine hours 
flown, etc. Each item of expense is divided 
by the figure representing total aircraft 
miles flown. This is done in order to arrive 
at an analysis of the cost per revenue mile. 


Accounting Statements 

The statement of profit and loss is pre- 
pared in two parts, the figures for the 
month covered and for the period to date 
being shown. In this way, the Civil Aero- 
nautics Board may determine the cents 
per revenue mile for each item of expense 
on a monthly as well as on a cumulative 
basis. 

The figures for any one month’s opera- 
tions are of little value for comparative 
purposes and do not represent a cycle of 
operations. The controller realizes this fact 


and is able to interpret figures for manage- 
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ment by taking this into consideration. He 
knows that domestic air carriers are not 
required to assemble data monthly for re- 
porting revenues. A report of operating 
revenues is, however, filed quarterly, and 
this schedule must be filed within a forty- 
day period after the end of the quarter. 

No expenses covering governmental con- 
tract operations are shown on the report 
of operational expenses. The total of aircraft 
operating expenses is divided by the total 
miles flown in order to arrive at the cost 
per mile, the result being usually stated in 
cents. The total aircraft operating ex- 
pense is likewise divided by the total 
hours flown for the month in order to ar- 
rive at the cost per hour; this is usually 
stated in dollars. This schedule is usually 
submitted to the controller for review and 
must be filed within forty days after the 
end of the month. It will also show cumu- 
lative year-to-date figures. 

The schedule of ground and indirect ex- 
pense will disclose information both in 
total and in detail as to all commercial 
operating expenses incurred in connection 
with the maintenance of ground equip- 
ment and the depreciation charges on such 
equipment. 

The schedule of station expenses consists 
of two parts. The domestic air carrier must 
first list all general and divisional expenses. 
An alphabetical listing of the expenses of 
all airports or stations of the carrier then 
follows. In case the airport is used for gen- 
eral operations or maintenance purposes, 
the expenses of such a nature are segre- 
gated from regular airport costs. It is 
necessary that this schedule be filed quar- 
terly. 

WARTIME PROBLEMS 


Soon after World War II began the lead- 
ing airlines received contracts from both 
the War and the Navy Departments for 
the expansion of cargo operations. Pilots, 
radio operators, flight engineers, and me- 
chanics were greatly needed for this pur- 


pose. The airlines were requested to ar- 
range for the training of additional person- 
nel. Facilities of most airlines were limited 
for the most part, and a sufficient number 
of employees could not be trained by the 
airlines. It was therefore necessary for the 
airlines to subcontract for the training of 
the desired flight personnel. These con- 
tracts and subcontracts involved addi- 
tional problems for management. 

Cost-plus-fixed-fee contracts (CPFF) 
were entered into by many of the leading 
airlines with the various branches of the 
War and the Navy Departments. These 
contracts were in large part subject to 
renegotiation. The public vouchers were 
audited by the General Accounting Office 
and the contracting resident auditor. 
For these reasons, it was important that 
adequate provision be made for the alloca- 
tion and proration of expenses. All ex- 
penses in connection with the war training 
program had to be charged to war con- 
tracts in some equitable manner. A few of 
the major items of expenses which involved 
problems of an accounting nature were 
compensation insurance, social security 
taxes, compensation paid to trainees, 
travel expenses en route to school assign- 
ments and return to the base station, 
travel and other expenses incurred in con- 
nection with obtaining students, tuition 
payable to subcontractors, and general 
supervisory salaries of employees devoting 
all their time to the training program but 
whose salaries could not be identified with 
a particular school. 

It was necessary at the outset to adopt 
a system of accounts flexible enough so 
that provision could be made to distribute 
all such charges to a military account oF 
subaccount within the broad chart of ac- 
counts prescribed by governmental regula- 
tory agencies. Prorations of expenses were 
made in accordance with sound principles 
of accounting. To accomplish this end, 
numerous conferences were held from time 


wm 


i 

of 
re 
DE 
or 
Ca 
W: 
ty 
a 
tic 
tic 
m 
C0 
it 

oc 

pl 
re 
t 
th 


Air Transportation Accounting 


to time by the controller with the contract- 
ing resident auditor. It should be noted 
that all expenses had to be earmarked with 
an appropriate code number so as to facili- 
tate the accumulation of costs by schools. 
The public voucher could then be pre- 
pared. 

Expenses in behalf of cargo operations 
of a military nature were treated as “Di- 
rect Charges to War Contracts.” Ex- 
penses distinctly applicable to commercial 
operations were charged to the domestic 
carrier. Then there were other expenses 
which had to be included in the basis of 
proration of joint indirect expenses be- 
tween the scheduled “‘Air Transport Oper- 
ation” and the “Cargo Contract Opera- 
tion.” A thorough knowledge of Section 
90-704 Military Air Transport Regula- 
tions was necessary for the proper treat- 
ment of these wartime expenses. In 
connection with the allocation of expenses, 
it was necessary that all personnel who had 
eccasion to issue any requisition for sup- 
plies or purchased material, or prepare any 
requisition, stock transfer, or payroll au- 
thorization, be thoroughly familiar with 
the various methods of proration of ex- 
penses, and the employee was required to 
show on the requisition or payroll authori- 
zation the proper subaccount to be charged 

All wages and salaries for personnel as- 
signed to ‘“Transport Military Operations,” 
and all expenses incurred directly for the 
benefit of the government in addition to 
those already mentioned in connection 
with the war training program, were ear- 
marked by the appropriate station code 
designated in the chart of accounts for 
transport military operations. These were 
charged to the applicable expense account. 
This was necessary in order that these ex- 
penses could be segregated from the total 
recorded expenses for jointly operated 
stations. 

It was likewise necessary to provide ad- 
justments to these accounts in order to 
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correct errors or incorrect charges resulting 
from a change in employee classification 
which had taken place after the payroll 
check had been issued and recorded in the 
payroll summary. It is to be noted that a 
considerable delay usually occurs (some- 
times as much as two weeks) before the 
payroll authorization is received in the 
payroll department. As the public vouchers 
are in many instances prepared from?the 
payroll summary, it is requisite that a 
journal be used to correct erroneous 
charges and this is the basis for the credit 
picked up on a later public voucher. 


UNIFORM SYSTEM OF ACCOUNTS FOR 
DOMESTIC CARRIERS! 


The manual contains a listing of account 
classifications together with an explana- 
tion of the type of charges that must be 
made to each account. An item list which 
appears on each page of the manual gives 
details of job classifications applicable to 
each account. 

The accounting classifications for do- 
mestic air carriers, as contained in the 
uniform system of accounts, may be di- 
vided into four main groups: 

1. Balance Sheet Accounts 

2. Operating Revenue Accounts 

3. Operating Expense Accounts 

4. Income Accounts. 

In most airlines today the reader will 
find a subdivision of accounts adopted for 
managerial purposes and budgetary con- 
trol. The adoption of subaccounts enables 
management to record expenses by con- 
tracts, by stations, by departments, and 
by types of expense. 

This is one field of endeavor in which 
loose-leaf binders seem to be prevalent and 
advisable. Changes of a substantial nature 
in accounting requirements are frequent, 
and the flexibility of the loose-leaf system 


1“Uniform System of Accounts for Domestic Air 
Carriers (CAB form 2780,” Manual 1-1-42) U. S. 
Printing Office. 
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of accounts seems to be advantageous 
under these circumstances. 

In many airlines it is not unusual to find 
over a hundred journals in use. These 
books of original entry are loose-leaf and 
usually prepared on “jackets.” 

Most of the recording in books of ac- 
count is done by machine, International 
Business Machines and others of a similar 
nature. 


FINANCIAL STATEMENTS 


The balance sheet is not much different 
from those found in other fields of trans- 
portation. The classification of assets will 
appear under the following captions: Cur- 
rent Assets, Investments and Special 
Funds, Operating Property and Equip- 
ment, Nonoperating Property and Equip- 
ment, Deferred Charges, Intangibles, and 
Capital Stock Discount and Expense. 
Under liabilities will be found the following 
captions: Current Liabilities, Long Term 
Debt, Deferred Credits, Valuation Re- 
serves, Reserve for Depreciation, Operat- 
ing Reserves, Capital Stock, Surplus, and 
Net Income for the current period. 

It is in the income statement that we 
find the greatest difference between air 
transportation and other industries. In- 
come is usually classified into two cate- 
gories, operating and nonoperating. The 
major part of an airline’s receipts will be 
represented by passenger fares, and reve- 
nue from mail, express, and freight. The 
majority of airlines also have what may be 
called incidental operating income. This 
income will be derived from restaurants 
and food services, service sales, rentals 
from operating property, limousine serv- 
ices, and other sources. Gross receipts will 
be shown for each type of incidental oper- 
ating income or services, and the applica- 
ble operating expenses incurred in produc- 
ing the income will be deducted and the 
net proceeds extended. 

There are other items of income which 
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do not result from operations but which 
must be considered. These may include 
profits on separatedly operated divisions, 
income from nonoperating property and 
equipment, gains on retirements of oper- 
ating property, interest and dividend in- 
come, and cash discounts earned. Fixed 
fees paid to the airlines on the net profits 
arising from war contracts would also be 
included in this group. 


EXPENSES CLASSIFIED BY DEPARTMENTS 


While many airlines have subdivided 
their operating expenses into 15 or more 
groups, it is requisite that a minimum of 
11 separate departments be used in order 
to adhere to the uniform system of ac- 
counts and to prepare the financial and 
statistical information required by govern- 
mental bodies. These departments are 
listed below: 

1. Flying Operations 
2. Ground Operations 


3. Direct Maintenance on Flight 
Equipment 
4. Direct Maintenance on Ground 
Equipment 


5. Indirect Expenses (overhaul and 
engineering on Maintenance of 
Equipment) 

6. Passenger Service 

7. Traffic and Sales 

8. Advertising and Publicity 

9. Administration Expenses (including 
accounting, purchasing, supply, per- 
sonnel, properties, selective service, 
medical, insurance, bonds, etc., any 
one of which may be assigned de- 
partmental status depending upon 
the size of the company, the work 
load, and the budgetary policies in 
effect) 

10. Stations 

11. Depreciation on Operating Property 
and Equipment. 

The Statement of Income, Profit, and 
Loss for most domestic airlines will usually 
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have items that are nonoperative deduc- 
tions from gross income. Some of the items 
of expense which may be found in this 
section are: amortization of discounts and 
expenses on debts, nonoperating property 
and equipment expenses, losses on sepa- 
rately operated divisions, extensions and 
development expenses, losses on retire- 
ment of operating property and equip- 
ment, losses on foreign exchanges, divi- 
dends, income taxes paid, and interest ex- 
penses. 


CLASSIFICATION OF EXPENSES BY TYPES 


There are principally 21 distinct types 
of expense in air transportation. These ex- 
penses will be found in all airlines. All pay- 
ments made must be allocated to one or 
more related subaccounts. Care must be 
exercised, because the management must 
know whether or not actual costs meet 
with predetermined budget estimates. In 
war time, this was even more important, 
since the public vouchers prepared in con- 
nection with Army or Navy contracts had 
to be substantiated at the time of audit. 
The types of expenses follow: 

1. Traffic and Sales Expenses (includ- 
ing newspaper and magazine adver- 
tising, motion picture expense, pho- 


tographic supplies, memberships, 
dues, tariff schedules, injuries, loss 
and damage 

3. Materials 


4. Fuel for Planes (including gasoline, 
oil, tax on gas and oil) 

5. Travel and Personal Expenses (seg- 
regated between commercial and 
military) 

6. Rent of Flight Equipment 

7. Passenger Expenses (including 
lunches, lunch equipment, and ex- 
penses of interrupted trips) 

8. Sundry Operating Expenses (includ- 
ing damages to flight equipment) 

9. Operating and Social Security Taxes 

10. Sundry Maintenance Expenses 
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11. Motorized Vehicle Expenses (in- 
cluding all costs properly charge- 
able to ground operations; costs of 
operation of motorized vehicles, ex- 
cept repairs and depreciation; gaso- 
oline, oil, parking fees, tolls, anti- 
freeze) 

12. Servicing Supplies and Expenses. 
(including the cost of supplies and 
miscellaneous services used in clean- 
ing and servicing of aircraft and 
cleaning ground operation hangars, 
also ground operation expenses) 

13. Rentals 

14. Heat, Light, Power, and Water 

15. Office Supplies and Expenses 

16. Telephone and Telegraph 

17. Legal, Auditing, and Technical 
Service 

18. Insurance 

19. Pensions and Welfare Expenses 

20. Other General and Administrative 
Expenses (including transfer and 
moving expenses, regulatory pro- 
ceeding expenses, association dues 
and assessments, subscriptions to 
trade magazines and other publica- 
tions, corporate and fiscal expenses, 
uncollectible revenue, and personnel 
advertising) 

21. Depreciation of Operating Property 
and Equipment. 

Anyone who is familiar with the ac- 
counting standards of the Civil Aeronau- 
tics Board will know that the assembling 
of prescribed financial and statistical infor- 
mation is a task that requires a high degree 
of proficiency by men and women who 
possess specialized education and training 
in the field of airline accounting. 

It is hoped that in the months ahead the 
subject of airline accounting will receive 
considerable attention by our business 
schools and colleges. The record operating 
results experienced during 1945 by most of 
the domestic airlines because of abnormal 
war conditions will soon be publicized. 
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Earnings during 1944 were the largest ex- 
perienced in any year since the industry 
began. It is reasonable to expect that this 
will continue during the years ahead. Air- 
line transportation will embark on a pro- 
gram of expansion and growth that will de- 


mand trained personnel on a scale greater 
than ever. Administration and accounti 
problems will multiply. Are the colleges 
and universities preparing to help meet 
this new demand for trained personnel in 
this new field? 


Il. THE CLASSIFICATION AND CONTROL 
OF NAVY EXPENDITURES 


W. K. PreERPONT 


sification of Navy expenditures by ap- 

propriations was described. Here ex- 
penditure classifications by objects will be 
considered. 

As indicated previously, the Bureau of 
the budget prescribes an “object” classifi- 
cation by which budget estimates are to be 
submitted. Therefore, spending agencies 
provide an expenditure analysis by such 
objects to support their budget estimates 
and to meet the Bureau of the Budget’s 
requirement for such a classification. The 
objects, based on the nature of the service 
or material purchased, prescribed by the 
Bureau of the Budget, are as follows: 

01. Personal Services 

02. Travel 

03. Transportation of Things 

04. Communication Services 

05. Rents and Utility Services 

06. Printing and Binding 

07. Other Contractual Services 

08. Supplies and Materials 

09. Equipment 

10. Lands and Structures 

11. Grants, Contributions, and Subsidies 

12. Pensions, Annuities, and Insurance Losses 

13. Refunds, Awards, and Indemnities 

14. Interest 

15. Public Debt Retirement 

16. Investments and Loans 


I’ THE first part of this article the clas- 


This classification of expenditures by 
objects is accomplished in the Navy De- 
partment by coding disbursement and ex- 


penditure documents (public vouchers) 
authorizing payment for services or ma- 
terials; procurement requisitions, con- 
tracts, etc., leading to public vouchers; the 
Analysis of Labor Roll Summary by Ex- 
penditure Classifications, a monthly re- 
port for labor similar to the Analysis of 
Materials Summary by Expenditure Clas- 
sifications; and a Schedule of Collections. 
Provision for this classification may be 
noted on the sample form of the Analysis 
of Materials Summary by Expenditure 
Classifications at the bottom of the form 
in a separate schedule. 

For internal Navy Department use in 
budgeting and purchasing activities and to 
supply additional information often re- 
quested at budget hearings, the object 
classification prescribed by the Bureau of 
the Budget has been expanded in the Navy 
according to the following objects: 


01. Personal Services 

011 Personal services—departmental 

012 Personal services—group IV (b)— 
continental 

013 Personal services—group IV (b)— 
territorial and foreign 

014 Personal services—native and alien 
schedules—per annum basis 

015 Personal services—group, I, II, Il, 
and IV (a)—continental 

016 Personal services—groups I, II, Il, 
and IV (a)—territorial and foreign; 
native and alien on other than per an- 
num basis 


0 

0 

| 


02. 


05. 


07. 


08. 


oo 


10. 
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017 Personal services—-contract employ- 
ees 

018 Personal services—military pay and 
allowances 

019 All other personal services 

Travel 

020 Travel 


3. Transportation of Things 


030 All transportation of things 


. Communication Services 


040 Communication services 

Rents and Utility Services 

051 Rent of land and buildings (including 
facilities, and utility and other serv- 
ices, included in the contract) 

052 Rent of equipment 

053 Utility services separately procured 

054 Rent of rendezvous (including facili- 
ties, and utility and other services, in- 
cluded in the contract) 

059 All other rents and utility services 


. Printing and Binding 


061 Forms and letterheads, including tab- 
ulating cards 

062 Books and publications, including 
manuals, pamphlets, periodicals, cir- 
culars, etc. 

069 Other printing and binding 

Other Contractual Services 

071 Services procured from other govern- 
ment departments 

072 Stevedoring 

073 Contractual storage, handling, pro- 
cessing, and/or packing of Navy 
Stores and material, including house- 
hold effects of naval and civilian per- 
sonnel 

079 All other contractual services 

Supplies and Materials 

081 Petroleum products 

082 Coal 

083 Office supplies 

084 Clothing and clothing supplies (except 
burial clothing) 

089 All other supplies and materials 


. Equipment 


091 Furniture and furnishings for officers’ 
quarters 

092 Office equipment 

093 Other furniture, furnishings, and fix- 
tures 

094 Transportation equipment 

095 Stores handling equipment 

099 All other equipment 

Land and Structures 

101 Land 
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102 Non-structural improvements 
103 Buildings 
104 Fixed equipment (items permanently 
installed in buildings, such as eleva- 
tors, plumbing, fire alarm systems, 
heating, or refrigeration systems, etc.) 
109 All other lands and structures 
11. Grants, Contributions, and Subsidies 
110 Grants, contributions, and subsidies 
12. Pensions, Annuities, and Insurance Losses 
120 Pensions, annuities, and insurance 
losses 
13. Refunds, Awards, and Indemnities 
131 Losses in accounts as approved by the 
Secretary of the Navy 
132 Claims for damages in foreign coun- 
tries as allowed by Foreign Claims 
Commissions 
133 Reimbursements for losses of personal 
property—naval and civilian person- 
nel 
139 All other refunds, awards, and in- 
demnities 
14. Interest 
140 Interest 
15. Public Debt Retirement 
150 Public debt retirement 
16. Investments and Loans 
160 Investments and loans 


The object classification required by the 
Bureau of the Budget of all Federal de- 
partments permits the preparation of a 
statement of the total expenditures of the 
Federal government by broad classifica- 
tions of expenditures. It may also be used 
to compare in a broad manner the opera- 
tion of various departments in several 
respects, for example, the proportion of 
total expenditures charged for personal 
services. 

Since this classification is essentially 
only a very broad one, it is not sufficient 
for use by the Navy Department in con- 
trolling its funds in detail. For example, 
object classification 08 for supplies and 
materials must necessarily be broken down 
into much more detail if the various bu- 
reaus and offices of the Navy are to control 
their expenditures efficiently. The next 
section, accordingly, describes the detailed 
expenditure accounts used by the Navy to 
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classify and control expenditures intern- 
ally. 


EXPENDITURE CLASSIFICATION BY PUR- 
POSES OR EXPENDITURE ACCOUNT 


In addition to an analysis of expendi- 
tures by appropriation and object, the 
Navy Department’s accounting proced- 
ures provide an analysis of expenditures 
“under purpose headings in order that the 
cost of various activities of the Naval Es- 
tablishment may be available for adminis- 
trative purposes and also in order that cost 
analyses may be furnished under the vari- 
ous appropriations when needed.”? 

The major series of expenditure accounts 
for expenditure analysis comprises nine 
groups of accounts with various subac- 
counts to show expenditures according to 
these classifications: 


Major Description of Account 
Series 
10000 Naval Vessels 
11000 Acquisition of Naval Vessels 
12000 Equipage 
13000 Consumable Supplies 
14000 Repairs 
15000 Alterations 
19000 Miscellaneous Ship Costs 
20000 Ordnance 
21000 Permanently Installed Ordnance 
22000 Issues to Service: Ordnance Equip- 
age 
23000 Issues to Service: Ordnance Supplies 
24000 Overhaul, Upkeep, and Repair of 
Ordnance Equipage in Service 
25000 Alteration of Ordnance Equipage and 
Material in Service and in Store 
26000 Training in the Use of Ordnance and 
Explosives 
27000 Proof and Test of Ordnance Equip- 
ment and Material 
29000 Miscellaneous Ordnance Activities 
30000 Aircraft, Engines, and Other Equipage 
31000 Purchase or Manufacture of Com- 
plete Aircraft and Accessories 
32000 Issues of Equipage 
33000 Maintenance and Operation of Air- 


craft 


1 Bureau of Supplies and Accounts Manual, Article 
501-2(a). 


34000 
35000 


96000 
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Overhaul and Reconditioning of Air. 
craft or Engines 

Modification of Aircraft, Engines, 
and Equipage 

Repairs to Aircraft, Engines, and 
Equipage 

Miscellaneous 


Yards and Stations: Field Activities 


Plant Property (New and Complete 
Units) 

Alterations and Improvements to 
Existing Plant Property 

Replacements of Plant Property 

Plant Maintenance, Upkeep, and Re- 
pairs 

Plant Operations 

Experimental and Development Pro- 
grams 

Clearing Accounts 

Miscellaneous Field Expenditures 


Stores Purchases and Transfers 


Naval Stock Account 
Appropriation Purchases Account 
Clothing and Small Stores Account 
Ships Material Account 

Naval Procurement Account 
Medical Stores Account 


Manufacturing for Stores; Repairs to 


Materials and Equipment in Store 
Naval Stock Account 
Appropriation Purchases Account 
Clothing and Small Stores Account 
Ships Material Account 
Naval Procurement Account 
Repairs to Materials and Equipment 

in Store 


Military 


Pay and Allowances 

Outfitting 

Subsistence 

Transportation 

Procurement of Personnel 

Training and Instruction 

Welfare, Recreation, and Physical 
Training 

Miscellaneous 


Navy Department 


Bureaus and Offices of the Navy De- 
partment 

Marine Corps: Headquarters and 
Field Expenses 

Coast Guard: Headquarters and 
Field Expenses 


Accounts Receivable; Losses in Stores 


and Miscellaneous Expenditures 
Defense Aid Expenditures under 
Regular Navy Appropriations 


| 
9§ 
39000 
40000 
41000 
42000 
acc 
43000 shi 
44000 co 
Sh 
45000 
46000 Ae 
el. 
48000 ab 
49000 of 
50000 bu 
51000 
52000 th 
53000 
55000 ste 
57000 
58000 ap 
60000 
61000 
62000 
63000 ca 
65000 
67000 
69000 | 
70000 
71000 te 
72000 si 
73000 
74000 
75000 
76000 fe 
77000 0 
79000 f 
80000 
81000 
87000 
88000 
90000 


tore 
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97000 #§ Defense Aid Expenditures under De- 
fense Aid Appropriations Allo- 
cated to the Navy 

98000 Accounts Receivable Clearing Ac- 
counts 

99000 Losses in Stores and Miscellaneous 
Expenditures 


The 10,000, 20,000, 30,000, and 70,000 
series of accounts are of the same nature, 
accounts which classify expenditures for 
ships, guns, aircraft, and personnel, in ac- 
cordance with the desires of the Bureau of 
Ships, Bureau of Ordnance, Bureau of 
Aeronautics, and Bureau of Naval Person- 
el. The 40,000 series of accounts is applic- 
able to all naval shore stations regardless 
of the nature of the work carried on or the 
bureau or office which has jurisdiction over 
the shore station. The 50,000 and 60,000 
series of accounts are the inventory or 
stores accounts described in the earlier 
section on the analysis of expenditures by 
appropriations. The 80,000 series of ac- 
counts classifies expenditures for the Navy 
Department in Washington and for the 
Marine Corps and Coast Guard as indi- 
cated, and the 90,000 series indicates mis- 
cellaneous expenditures of various kinds. 

Each of the four major series of ac- 
counts for ships, guns, aircraft, and person- 
nel is broken down in the last three digits 
to give certain detailed information con- 
sidered desirable by the interested bureau. 
For example, the 20,000 series of accounts 
showing Bureau of Ordnance expenditures 
for ordnance material and specific Bureau 
of Ordnance activities is broken down in 
the five digits to indicate the following in- 
formation : 


Explanation of Digits 
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The detail of the Use digits was shown 
previously in the Description of Account 
column. 

The digits for the Class of Distribution 
are as follows: 


1 Naval Vessels 

2 Naval Aircraft 

3 Naval Ground Forces 
4 Marine Corps 

5 Coast Guard 

6 Merchant Vessels 

7 Shore Defense 

9 Other 


The digits for the Category of Material 
(General) are as follows: 

0 Armor 

1 Guns 

2 Mounts 

3 Fire Control 

4 Ammunition 

5 Rockets 

6 Underwater Ordnance 

7 Aviation Ordnance 

8 Other Ordnance Equipment and Material 

9 Miscellaneous 


Each digit representing a general cate- 
gory of material is broken down to show 
from one to ten detailed categories of ma- 
terial. The digit for guns, for example, is 
broken down to show the following classifi- 
cation of expenditures for guns: 

0 Small Arms 

1 Heavy Machine Guns 

2 Medium Caliber Guns 

3 Major Caliber Guns 

4 Projectors and Mortars: Shipboard 

5 Rocket Launchers: Shipboard 

6 Rocket Launchers and Mortars: Infantry 

7 Line Throwing Guns and Equipment 

8 Catapult Guns 

9 Unclassified 


Likewise, the 40,000 through 45,000 se- 


Expenditure Account 


No. 22113 
Use Issue of Equipage............... 2 
Class of Distribution Naval Vessels................... 1 
Category of Material (General) Gums....................eeeeee 1 
Category of Material (Detail) | Major Caliber Guns............. 3 


(Issue of major caliber guns to a naval vessel) 
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ries of accounts, chargeable for expendi- 
tures at naval shore stations, is broken 
down in the last three digits to give de- 
tailed information on the cost of maintain- 
ing and operating various activities per- 
formed at these stations. Accordingly, the 
expenditure accounts for this series indi- 
cate the following information: 


Explanation of Digits 
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12 Station Wagons, Busses, Motorcycles, 
Scooters, and Bicycles 

13 Passenger Carrying Vehicles (exclusive of 
those listed in 12) 

14 Mobile Fire Apparatus 

15 Garages 

16 Ambulances 

17 Crash Trucks 

99 Unclassified 


Expenditure Account 


No. 41215 
Major Series Vards and Stations. ......0.:..... 4 
Nature of Expenditure 1 


(Construction of a garage) 


The detail of the Nature of Expenditure 
digits was shown previously in the Des- 
cription of Account column. 

The digits for the Station Activities 
(General) are as follows: 


0 Administration 

1 Supply System 

2 Transportation 

3 Power, Heating, Refrigeration 

4 Distributing and Communications System 
5 Grounds and Ground Structures 

6 Waterfront and Waterfront Structures 

7 Personnel Facilities 

8 Hospitals, Medical Centers, Dispensaries 
9 Productive Shops 


The general station activities are broken 
down in from one to ninety-nine classifica- 
tions to indicate the detailed station ac- 
tivities. The digits for the detailed station 
activities may be illustrated by those for 
the Transportation group, as follows: 


01 Locomotives 

02 Rolling Stock 

03 Miscellaneous Railroad (including turn- 
tables, watertowers, etc.) 

04 Trackage 

05 Locomotive Cranes 

06 Other Weight Handling Equipment 

07 Water Transportation 

08 Team Transportation 

09 Plane Transportation 

10 Hand Transportation 

11 Trucks, Tractors, Trailers, and Semi-Trail- 
ers 


The 50,000 series of accounts for pur- 
chases for inventory and the 60,000 series 
of accounts for manufacturing for inven- 
tory are set up in a similar manner in that 
the second digit indicates the specific 
stores account involved in the transaction. 
Thus, the various stores accounts are 
shown by: 


Naval Stock Account 51000 and 61000 
Appropriation Purchases Ac- 

count 52000 and 62000 
Clothing and Small Stores Ac- 

count 53000 and 63000 
Ships Material Account 55000 and 65000 
Naval Procurement Account 57000 and 67000 
Medical Stores Account 58000 


No further breakdown in the expendi- 
ture accounts is provided in the Naval 
Stock Account series. (However, stores 
are maintained by “Class” of material so 
that all accounting documents for material 
must indicate the class of material being 
purchased or expended to maintain stock 
record cards and prepare class inventory 
sheets.) The same situation also exists in 
the case of the Clothing and Small stores 
Account, the Ships Material Account, the 
Naval Procurement Account, and the 
Medical Stores Account. But in the use of 
the Appropriation Purchases Account the 
third digit indicates the bureau making the 
purchase or manufacture and the fourth 


ane 
te 
un 
Ca 
co 
B 
B 
Bu 
Bu 
Bu 
Bu 
Bu 
An 
na 
the 
she 
be 
co 
ac 
tio 
at 
me 
sp 
pe 
me 
re 
co 
m 
Ac 
cl 
ex 
DE 
Te 
ti 


e of 


unt 


The Classification and Control of Navy Expenditures 


and fifth digits indicate the specific ma- 
terial involved. Thus, charges for material 
under the cognizance of the various bu- 
reaus will be shown by the following ac- 
counts: 

Bureau of Naval Personnel 
Bureau of Ships 


52200 and 62200 
52300 and 62300 


Bureau of Ordnance 52400 and 62400 
Bureau of Supplies and Ac- 
counts 52500 and 62500 


Bureau of Medicine and Sur- 

gery 52600 and 62600 
Bureau of Yards and Docks 52700 and 62700 
Bureau of Aeronautics 52800 and 62800 
And, in the case of the Bureau of Ord- 
nance, the fourth and fifth digits will show 
the same categories of material as are 
shown in the 20,000 series of accounts. 

An example of a complete account num- 
ber in the 50,000 or 60,000 series of ac- 
counts may be indicated as follows: 


Explanation of Digits 
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Supplies and Accounts monthly on the 
Analysis of Labor Roll Summary by Ex- 
penditure Classifications. In the case of 
material, the charges for material used are 
made to the expenditure accounts from the 
material stub requisitions and invoices 
authorizing the issue of material from the 
stores accounts.” These stubs are sum- 
marized and reported to the Bureau of 
Supplies and Accounts montlhy on the 
Analysis of Materials Summary by Ex- 
penditure Classifications. 

The expenditure account classification 
presented in this section is the principal 
expenditure classification used by the 
Navy to indicate, according to the major 
activities or purposes of the Navy De- 
partment, the disposition of the moneys 
appropriated to it by Congress. A sum- 
mary of expenditures by major series ac- 


Expenditure Account 


No. 52412 
Stores Account Appropriation Purchases Account.. 2 
Category of Material (General) Gumns.................ccceeeeee 1 
Category of Material (Detail) Medium Caliber Guns........... 2 


(Purchase of a medium caliber gun) 


The basic procedures for analyzing trans- 
actions by expenditure account classifica- 
tions are similar to those used in appropri- 
ation accounting. Each underlying docu- 
ment for all expenditures is coded to a 
specific expenditure account number, ex- 
penditures under the contractual docu- 
ments are summarized on monthly or daily 
reports to the Bureau of Supplies and Ac- 
counts, and a tabulated summary is run 
monthly by the Bureau of Supplies and 
Accounts to show expenditures by account 
classification for all bureaus and offices. 

In the case of labor at naval stations, for 
example, the charges are made to the ex- 
penditure accounts from various employee 
tecords, job order cards, clock cards, or 
time sheets, and reported to the Bureau of 


counts will show an over-all picture of 
Navy expenditures, and further detail on 
various aspects of these expenditures is 
available whenever necessary in reflecting 
past expenditures and considering future 
budgets or appropriations. 


EXPENDITURE CLASSIFICATIONS IN 
THE BUREAUS 


The classifications of expenditures de- 
scribed previously are designed primarily 


2 With respect to the stores accounts, naval stations 
prepare monthly reports on the charges and credits to 
these stores accounts. The monthly report for the 
Naval Stock Account shows the receipts of material 
from various sources for the month and the issue of 
material for various uses for the month. A summary of 
all the rts for all naval stations will give the status 
of the Naval Stock Account at the end of a month. 
Similar reports are prepared for the other stores 
accounts. 
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to show from a historical point of view the 
status of appropriations or the amount of 
expenditures for the various bureaus or the 
Navy Department as a whole. In the Bu- 
reau of Ordnance and other bureaus, actual 
and anticipated expenditures are classified 
in another manner to show the status of 
the bureau appropriations or the amount 
of unobligated money within the Bureau 
and among the various divisions and activ- 
ities of the Bureau. In general, these bu- 
reau classifications are peculiar to each 
bureau and essentially are detailed classi- 
fications under the appropriation classifi- 
cations for the purpose of indicating the 
amount of the various appropriations 
available for future obligation and ex- 
penditure. 

Moneys made available to the Bureau 
of Ordnance by appropriations from Con- 
gress are spent by the Bureau directly in 
payment for Bureau-purchased material or 
services and by Ordnance stations, acting 
under authorizations granted by the Bu- 
reau of Ordnance, in payment for station- 
purchased material or services. In either 
case, the internal classification and control 
of expenditures in the Bureau of Ordnance 
begins with the allocation of the money 
appropriated to the Bureau and to the 
various divisions of the Bureau. The an- 
nual appropriation in the Bureau of Ord- 
nance is allocated to the various divisions, 
Research Division, Maintenance Division, 
Production Division, and the other divi- 
sions for direct expenditure by these di- 
visions and also for reallocation by the 
divisions to Ordnance stations for expendi- 
ture by the stations. These broad alloca- 
tions made at the beginning of the fiscal 
year are not final and are subject to change 
throughout the year as changes in the 
scope of the activities of the various divi- 
sions require more or less expenditures 
than originally estimated. 

Secondly, the money allocated to any 
one division is broken down into sums al- 
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located to various sections, generally rep. 
resenting types of material, or activities 
within the division. In the case of the 
Production Division, for example, alloca- 
tions are made for the procurement of 
guns, mounts, ammunition, fire control, 
armor, projectiles, bombs, and other pro- 
curement and activities of the Division. 

On the basis of these allocations to divi- 
sions and sections, accounting entries are 
made in a general ledger to establish con- 
trol accounts for each division and section 
to show the amount of the appropriation 
unobligated and available for expendi- 
tures. A general ledger control is also es- 
tablished on the basis of the nature of the 
document authorizing expenditures to be 
made. 

The appropriations granted to the Bu- 
reau of Ordnance are obligated by the 
Bureau, or allocated to the stations of the 
Bureau for expenditure, by various docu- 
ments. Ordinarily, obligations arise from 
requisitions authorizing the Bureau of 
Supplies and Accounts to purchase sup- 
plies for the Bureau of Ordnance, from 
letters of intent granted to private con- 
tractors authorizing the expenditure of 
funds, from contracts issued to private 
contractors, and from project orders issued 
to naval stations. Although not considered 
as obligations in the usual sense, allot- 
ments of money granted to naval stations 
for current maintenance and operations 
tie up the Bureau’s appropriations and 
restrict their use elsewhere so that in con- 
trolling the Bureau’s appropriations allot- 
ments may also be considered as a form of 
obligation document. 

Postings of obligations incurred by the 
various sections are made daily to the 
general ledger control accounts for each di- 
vision and section. These same obligations 
are posted daily to the general ledger docu- 
ment control accounts also, mainly for 
purposes of internal check. A summary 
sheet showing unobligated or uncommitted 
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balances is prepared daily by divisions and 
sections, and by type of document, for use 
by the sections authorizing expendi- 
tures. 

After obligations have been posted to 
the general ledger, a process of adjusting 
obligations to reflect changes in the origi- 
nal obligations or of liquidating actual ex- 
penditures against obligations is followed. 
In the case of requisitions or contracts no 
change is made in the general ledger obli- 
gation accounts unless there is a change in 
the expenditures anticipated in the origi- 
nal requisition or contract, which expendi- 
tures were set up as the obligation in the 
beginning. If at any time the original 
requisition or contract amount is changed, 
the general ledger is adjusted to show the 
new obligation, and expenditure if the 
requisition or contract is completely paid 
for. In the case of letters of intent, which 
authorize the expenditure of a limited sum 
of money to begin work, the obligation is 
always adjusted to the terms of the final 
contract when executed. In the case of 
project orders issued to Ordnance stations, 
at the completion of the work authorized 
under the project order and on the basis of 
the actual expenditures reported under the 
project order, the general ledger obligation 
control accounts are adjusted to liquidate 
the expenditures against the obligations. 
Also, in the case of the maintenance and 
operation allotments, which usually are 
granted for a three-month period, the 
original amount of the allotment estab- 
lished at the beginning of the quarter is 
adjusted at the end of the quarter to reflect 
actual expenditures. These actual expendi- 
tures are reported monthly to the Bureau 
on the Materials Summary and Labor Roll 
Summary reports. 

Although the internal Bureau of Ord- 
nance classification is one of obligations 
for control purposes, expenditures under 
the obligating documents automatically 
turn this into an expenditure classification 
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by bureau activity or by a bureau’s inter- 
nal organization structure. 


EXPENDITURE CLASSIFICATIONS AT 
YARDS AND STATIONS 


As noted in the previous section, part 
of the allocations made to the various di- 
visions in the Bureau of Ordnance are in 
turn made available to Ordnance shore 
stations to accomplish the work assigned 
to these stations. Two basic kinds of docu- 
ments are used to make these further allo- 
cations, allotments and project orders, 
both of which are written under an ap- 
propriation named in the document. 

Allotments are usually granted to au- 
thorize payments for maintenance and 
operation expenditures chargeable to the 
40,000 series of accounts. These allotments 
authorize expenditures for one year and 
lapse for both obligations and expenditures 
at the end of the year in which granted. 

Project orders are granted to authorize 
payments for expenditures incurred in 
procuring new equipment or technical ord- 
nance material or in manufacturing new 
equipment or technical ordnance material. 
These expenditures are chargeable to the 
40,000 series of accounts if for new equip- 
ment, to the 50,000 series of accounts if 
for purchases of technical ordnance ma- 
terial, and to the 60,000 series of accounts 
if for the manufacture of technical ord- 
nance material. These project orders are 
legal obligations when issued and do not 
lapse for expenditure when the appropria- 
tions under which they are granted lapse. 
In general, expenditures may be made 
under these project orders for two years 
after the end of the year in which granted. 


Allotment Expendiiures 


The allotment covering station opera- 
tion and maintenance expenditures pro- 
vides money for a wide variety of activities 
or functions. But a detailed classification 
is made of the expenditures under this al- 
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lotment by the use of the 40,000 series of 
expenditure accounts. 

A further classification of allotment ex- 
penditures is also available by the use of a 
so-called “physical” classification of ac- 
counts. The physical classification of ex- 
penditure accounts at shore stations is 
provided primarily to furnish information 
to establish the underlying-plant records 
maintained at all naval establishments and 
to furnish detailed information on the na- 
ture of labor costs, whether supervisory 
labor, non-supervisory labor, or absences 
for which payments are made. This classifi- 
cation provides for ten physical classes of 
expenditures as indicated by the following 
digits: 
Digit Physical Class of Expenditures 
Labor and miscellaneous supplies 
Losses, annual and sick leave, waste 
Land and appurtenances 
Buildings and structures 
Miscellaneous equipment 
Plant appliances 
Machinery and machine tools 
Portable power tools 
Loose and hand tools 
Supervision 


WN 


The use of the physical account classifi- 
cations may be illustrated as follows: 


Explanation of Digits 
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expenditure account classification for 
yards and stations (40,000 series of ac. 
counts) as job orders to accomplish the 
work of the station. Expenditures under 
these job orders or accounts are closed each 
month to the proper allotment and thus 
may be classified by appropriation. And 
third, the object classification is shown on 
disbursing vouchers or monthly reports for 
all such expenditures at yards and stations, 
These expenditures are classified and re- 
ported to the Bureau of Supplies and Ac- 
counts and the Bureau of Ordnance on the 
Analysis of Labor Roll Summary by Ex- 
penditure Classifications, the Analysis of 
Materials Summary by Expenditure Clas- 
sifications, the Labor Roll Summary, and 
the Materials Summary. 


Project Order Expenditures 


Expenditures under project orders are 
controlled at Ordnance stations by the is- 
sue of job orders to accomplish the work 
authorized under project orders. Expendi- 
tures assigned to the job orders during the 
month are closed out to the proper project 
orders and appropriations at the end of the 
month and reported to the Bureau of Sup- 
plies and Accounts and the Bureau of Ord- 


Expenditure Account 


(1) No. 42201 —3 
Major Series Yards and Stations.............. 4 
Nature of Expenditure Alteration and Improvement...... 2 
Station Activity (General) ch 2 
Station Activity (Detail) 0,1 
Physical Class Buildings and Structures......... —3 


(Alteration to a railroad roundhouse) 


Expenditure Account 


(2) No. 45101 —9 
Major Series Vanda and: Stations 4 


(Supervision of purchasing clerks) 


Expenditures under the station mainte- 
nance and operation allotment are classi- 
fied at shore stations by using the standard 


nance on the same reports that are used 
to report allotment expenditures. Expendi- 
tures under project orders are also classi- 
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The Classification and Control of Navy Expenditures 


fed by object, purpose or expenditure 
account, and physical class and reported to 
the Bureaus monthly in the same manner 
as with allotment expenditures. 


Collection of Labor and Material Cost 


The detailed procedures used at a sta- 
tion to collect labor and material costs by 
job orders for expenditure classification 
purposes follow standard commercial prac- 
tices, with minor modifications to meet 
local situations. Labor time is assigned to 
job orders by time clerks or supervisors 
and reported to the accounting depart- 
ment on job tickets or time sheets. These 
labor time reports and applicable labor 
rates are used to compute costs by job 
orders for the time period covered by the 
reports. Material costs by job orders are 
determined from material requisitions pre- 
pared by material clerks or supervisors to 
obtain material from the storehouses, the 
requisition showing the job order charge- 
able for the material obtained. Labor and 
material costs per job order as determined 
above are posted to a job order ledger and 
thus summarized by allotments or project 
orders, appropriations, and expenditure 
accounts. 

In case there is a distribution of over- 
head to job orders, standard commercial 
practices are followed to collect the over- 
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head costs by departments or other over- 
head centers and to apply the overhead 
to the job orders. 

The classification of expenditures in the 
Navy Department consists essentially of a 
threefold classification, by Congressional 
appropriation, by Bureau of the Budget 
object, and by Navy expenditure account. 
In addition to these basic classifications, 
there are secondary classifications in the 
bureaus and offices and at yards and 
stations. Each of these classifications is for 
a specific purpose of major importance 
in the administration of the moneys 
appropriated for Navy Department 
use. 

From the point of view of the Navy, ac- 
counting for expenditures by appropria- 
tions indicates the legality of expenditure 
subject to audit and review by the General 
Accounting Office; accounting for ex- 
penditures by Budget objects not only 
fulfills the requirements of the Bureau of 
the Budget for such information but aids 
materially in supporting budget requests 
before that Bureau; accounting for ex- 
penditures by Navy expenditure accounts 
indicates historically the use of the ap- 
propriations granted to the Navy and 
makes possible a clear-cut presentation of 
the major functions and activities of the 
Navy in monetary terms. 


ECONOMIC ABRACADABRA 


Jor Bonp 


HE October, 1945, issue of the Ac- 
COUNTING REVIEW carries an article 
by James C. Bonbright, entitled 
“Original Cost as A Rate Base,’ and 
representing, according to a footnote at- 
tached thereto, a part of the direct testi- 
mony of Professor Bonbright before the 
Public Service Commission of Maryland, 
April 3, 1945, in a case involving the rates 


of Consolidated Gas, Electric Light & 
Power Company of Baltimore. 

If the statements and arguments con- 
tained in this article were offered as mere 
classroom material, or as the mere presen- 
tation of an interesting economic philos- 
ophy or theory differing from or opposed to 
that which underlies and has influenced our 
entire national economy, these views 
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would represent merely an interesting 
economic discussion. But if such arguments 
are offered as an authoritative interpreta- 
tion of our established economic principles 
and as a proposed legal yardstick for the 
measuring of property or of property 
rights accruing to ownership under our 
established economic system, they should 
not go unchallenged. 

Mere economic theories, however in- 
teresting, and however learned the econo- 
mists who advance them, do not become 
economic laws, change economic factors, 
or create economic results. Economic laws, 
factors, and results arise under, and are 
influenced and determined by established 
economic systems. Economic systems, in a 
democracy, are established or are initiated 
by the will or choice of the people who are 
affected thereby, and because of this fact 
they exist within and are protected by a 
legal framework consisting of established 
law as to property and property rights. 
Economists cannot change these estab- 
lished laws as to property or property 
rights by merely ignoring economic factors 
created as a result thereof. You cannot set 
aside an established fact by advancing a 
mere theory supported by clever argu- 
ments. Keeping these fundamental facts in 
our minds, let us examine this excerpt from 
the testimony of Professor Bonbright and 
see whether it represents arguments which 
merit the consideration of a judicial 
authority in a determination of the prop- 
erty or property rights of private owner- 
ship in a “private-enterprise” system of 
economy. 

Although this testimony contains many 
inconsistencies and considerable “hedg- 
ing,” as a whole it can be considered as an 
endorsement by this well-known econo- 
mist of “original cost” as a rate base, or 
as a measure of the present value of the 
property rights of the private owners of 
utility properties dedicated to public 
service. On page 441 (Accountinc RE- 


VIEW) we find the following question and 
answer: 


Question 


What then, in your opinion, would consti- 
tute an appropriate measure of this rate base? 


Answer 

Broadly speaking, in my opinion, the rate 
base should be measured by the recorded or 
estimated original cost of the electrical utility 
properties minus a reasonable deduction for 
depreciation and plus whatever is an appropri- 
ate allowance for working capital, including 
materials and supplies. 


The qualifying phrase, “broadly speak- 
ing,” used to modify the above answer will 
be dealt with later. 

In any discussion of “original cost” it 
must be remembered that the term “origi- 
nal cost,” as used in regulatory matters 
and as defined in the uniform system of 
accounts which provides for its segregation 
does not mean actual cost, but that it is, 
instead, a descriptive title applied to a 
mere subdivision of the actual arms- 
length cost. An official explanation of the 
system, of accounts together with authori- 
tative definitions of terms, is found in the 
Federal Power Commission’s Opinion and 
Order No. 120, issued February 13, 1945, 
in connection with the Montana Power 
Company matter. This formal explana- 
tion, set out on page 5 of the opinion, reads 
as follows: 


The Uniform System of Accounts prescribes 
accounting based on a “cost,” as distinguished 
from a “value” basis. It provides two balance 
sheet accounts into which, after appropriate study, 
the amounts on the books, associated with electric 
plant, as of the effective date, are to be classified: 

100—Electric Plant 
107—Electric Plant Adjustments 

Account 100 includes the actual legitimate cost, 
i.e., bona fide investment of public utilities in elec- 
tric plant. This account, in turn, is subdivided 
into numerous sub-accounts. In certain of these 
the original cost of particular plant items (those 
for generating stations, transmission lines, etc) 
is to be stated. By original cost is meant the cosh 
to the person first devoting the properties to public 


& 


service. Where the accounting utility was the first 
to devote the property to public service, original 
cost is cost to it. Where the accounting utility has 
purchased an operating system at arms-lengtn for 
more or less than original cost, the difference is 
classified in another sub-account to Account 100, 
designated Account 100.5, Electric Plant Acquisi- 
tion Adjustments. 

Account 107 is designed especially to include 
all write-ups, inflation, “‘water’’ and other fictitious 
amounts which have been injected into the books 
of accounts. This account was purposely made a 
balance sheet account in order to inform those 
interested as to the inflation in the accounts of a 
particular utility, pending disposition oft he 
amount thereof. (emphasis supplied) 


The foregoing official definition shows 
that the term “original cost” does not 
represent the actual arms-length cost when 
an operating or “going” concern is pur- 
chased “for more or less than original 
cost.” It also shows conclusively that this 
segregated ‘original cost” does not repre- 
sent the “bona fide investment” of the 
utility in such going concern, but that 
instead the ‘“‘bona fide investment” also 
includes all actual arms-length costs in ex- 
cess of the “original cost” segregated in. 
Account 100.5. This official definition also 
shows that these costs, in excess of “‘origi- 
nal cost” and segregated in the subaccount 
100.5, are not to be considered as “infla- 
tion” or as “inflationary,” since all items 
subject to this description are excluded in 
their entirety from Account 100, and 
segregated in Account 107. 

It is apparent, therefore, that an “origi- 
nal cost”’ rate-base theory departs entirely 
from actual arms-length cost, or “bona 
fide investment” as a measure of the 
property or property right of the private 
investor in utility property, and adopts 
instead a peculiar economic philosophy 
which enthrones a mere subdivision of such 
costs as a final ceiling or limit to the 
present value of all future benefits ac- 
cruing to ownership from the possession of 
such property or property rights. “Broadly 
speaking,” Professor Bonbright endorses 
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an “original cost” rate-base. 

The significant and distinguishing fea- 
ture of an “original cost’ rate-base is the 
fact that it denies the validity of that part 
of the actual arms-length cost or that part 
of the “bona fide investment” which is 
segregated in Account 100.5, as a part of 
the actual investment in utility property 
dedicated to public service. It limits the 
property or property right dedicated to 
public service to a mere right to a fair 
return on the “original cost” of the in- 
stalled physical component of an operating 
or going concern, and by such limitations 
excludes as a valid or prudent expenditure, 
all costs incurred in recognition of in- 
tangible attributes inherent in or accruing 
to such entity as an operating or going 
concern. It completely erases all in- 
tangibles or intangible attributes which 
have accrued to an operating or going 
utility property as a property or property 
right of the private owners, even when 
such attributes have been recognized and 
acquired from former owners at prices 
determined by arms-length bargaining. 

This is the rate-base policy, or regula- 
tory philosophy, that Professor Bonbright, 
“broadly speaking,”’ approves. Notice also 
that the implied qualification, “broadly 
speaking,” did not prevent his indictment 
of all costs segregated in Account 100.5 in 
the specific rate-base under discussion. 

Although the witness qualifies his ap- 
proval of “original cost” as a rate-base, a 
careful reading of the entire article will 
show that he qualifies his qualification and 
that he even goes so far as to qualify his 
qualification of his qualification. This 
adroit screening, however, is not sufficient 
to obscure the fact that Professor Bon- 
bright does not recognize the private 
ownership of public utility property, as 
owners, but that he instead sees such 
ownership as a mere creditor of a publicly 
owned property with its creditor position 
or creditor rights measured by the funds 
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advanced by the “owner” who first in- 
stalled the facilities. Under his peculiar 
concept, the original owner had no prop- 
erty or property right to convey to a sub- 
sequent purchaser or later owner, except 
a creditor’s right measured by the funds 
advanced to install the facilities. The wit- 
ness makes this clear in a statement on 
page 443 (AccounTING REVIEW), which 
reads as follows: 

“The fallacy of this argument in favor of a rate 
base measured not by original cost but by subse- 
quent purchase price should be apparent to anyone 
who understands the basic philosophy of the 


‘prudent investment’ standard.” (emphasis sup- 
plied) 


And further on in this paragraph we find: 


“Once these utility properties have been built 
and have been put into public service, investors 
who buy them later from their original owners are 
simply taking over these former owners’ claims to 
a return on the capital devoted to the public service.’’ 
(emphasis supplied) 


Under this concept any values accruing 
to the over-all earning entity from in- 
tangible attributes are excluded from the 
rights of the owners and assigned to the 
public as social values, the benefits from 
which should accrue to society as a whole. 
Now this is an interesting theory, cleverly 
advanced; but does it represent a proper 
legal yardstick for the measuring of the 
property or property rights of private 
owners under our established national 
economy, or under a “private enterprise” 
system? Suppose we compare it with the 
established fundamental principles which 
underlie and govern property rights under 
a “private enterprise” system of economy. 

“Private enterprise” or, as it is some- 
times called, the “profits system” recog- 
nizes four basic contributors to produc- 
tion, these being land, labor, capital, and 
enterprise. As an incentive to these basic 
contributors and as compensation for their 
contributions, land receives rent, labor 
receives wages, capital receives interest, 


and enterprise receives profits. The basic or 
distinguishing feature of this system of 
economy is the incentive, or compensation 
assigned to enterprise, or the “profits” 
feature. The inducement offered to enter- 
prise is in the nature of a reward, measured 
and influenced by the wisdom with which 
the other three factors are coordinated and 
used. The contribution of enterprise is a 
product of brain not of brawn, and the 
value of this contribution can be measured 
only by the results obtained. Being always 
contingent on results, it is measured or in- 
fluenced not by “toil or effort” and “sacri- 
fice or cost,” but solely by such intangible 
attributes as wisdom, ability, ingenuity, 
foresight, etc. 

The private enterprise or profits system 
of economy assigns the role of enterprise 
to the private owner or to the individual, 
and offers to such owner the opportunity to 
profit, from his own individual initiative 
and wisdom in the coordination and 
productive use of the other three factors 
of production. The opportunity offered to 
the entrepreneur to create this addi- 
tional value, and the judicial recognition 
throughout the past of such value as a 
property or property right of the creator, 
together with the faith and confidence of 
the American investor in his ability to 
create such values, has been the incentive 
to the growth and development of our 
whole American economy. To the extent 
that the entrepreneur contributes capital, 
he is also entitled to interest compensation. 
A mere fair return on his capital contribu- 
tion, however, does not take away his 
established right to the profit accruing 
from the wise use of the total combined 
factors of land, labor, and capital. It does 
not constitute compensation for his con- 
tribution as an entrepreneur which, undet 
this economic system, is always repre- 
sented by such intangible attributes as are 
built into or are inherent in an established 
successful “going concern.” 
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Under this system, value, as such, is a 
property or property right, and the right of 
the individual to possess and use those 
yalues arising from intangible attributes, 
created or acquired by such individual, has 
been and is now the very tap root of the 
private enterprise system of economy. It 
must be apparent therefore, that the 
“original cost”’ rate-base philosophy, which 
denies to the private owners of public 
utility properties the right to benefit from 
intangibles and restricts such owners to 
a mere fair return on the capital contribu- 
tion of some predecessor in title, is utterly 
foreign to the “private enterprise” system 
of economy. 

While the “original cost” rate base 
philosophy is peculiar, when its economic 
principles are compared with those which 
underlie our established economy, it is not 
new. These principles are as old as the 
science of economy and have long been 
advocated by a small minority as a 
desirable substitute for those principles 
which are embodied in and constitute the 
“private enterprise” system that makes up 
our established national economy. A very 
simple analysis will show that these sub- 
stitute principles reconcile with, or that 
they actually constitute, a socialistic 
economic philosophy. 

A socialistic economy restricts the 
rewards which can accrue to the individual 
to rent (for land and equipment), wages 
(for labor or effort), and interest (for 
capital contributions). It construes all 
advantages arising from such intangible 
attributes as excess ability, initiative, 
foresight, enterprise, etc., as a social ad- 
vantage, and assigns all values arising 
therefrom to society as “social values” 
or as “public property.” Socialism recog- 
nizes the fact that an assignment of the 
reward for enterprise or ownership to 
society, or to the public, destroys the 
incentive of individual contributors of this 
essential factor of production. Therefore, 


185 


this system provides that the role of the 
entrepreneur or of ownership rests in the 
state as the representative of society. 
Under this system the private owner or 
investor becomes a mere creditor to a 
publicly owned enterprise, and as a credi- 
tor is entitled toa mere creditor’s return on 
his capital contributions to such enter- 
prise, to a mere interest reward. Under the 
“original cost” philosophy even this re- 
ward is restricted to an interest reward 
based on the ancient contribution of some 
prior owner. 

It is apparent therefore that the yard- 
stick which the author advocates for the 
measuring of the property rights of the 
private owners of public utilities would be 
valid or proper only under an established 
socialistic economy. His advocacy of 
“original cost” as a legal measure of the 
property or property rights of the private 
owners of public utilities can only mean 
that he considers the power to regulate as 
the authority to socialize, and the dedica- 
tion of property to public service as the 
surrender of such property to public 
ownership. He is evidently of the opinion 
that the consistent rejection of this con- 
cept by the public, through the exercise of 
its franchise privilege, has been unwise, 
and that in the interest of the public 
welfare this objection or restraint imposed 
by the public can and should be circum- 
vented by the use of regulatory powers 
supported by sophistic arguments. 

That such a use of regulatory power is 
improper is readily apparent when we 
recognize the fact that regulation or 
regulatory powers are to be used in lieu of, 
or as a substitute for, competition. Regula- 
tions are imposed to safeguard the public 
interest in case competition is erased by 
the possession of a monopolistic franchise. 
In a proper use of such power a regulatory 
authority must recognize the impact of all 
those valid economic factors and principles 
which exist in a free and private enterprise 
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form of economy, of course with the added 
duty of excluding values which arise solely 
from that privilege not enjoyed by free 
enterprise, that is, values arising solely 
from exclusive trade territories. The 
argument that regulatory authority carries 
with it the power and the duty of erasing 
value as a property or property right of a 
private owner, and the substitution there- 
for of a mere creditor’s right, is absurd. If 
mere cost to a predecessor in title does not 
measure the owner’s property right under 
competitive conditions, it cannot become 
a legal or proper measure under regula- 
tions. That the witness would change all 
the economic rules and principles through 
this use of regulatory powers is apparent 
when we review his well-known text 
Valuation of Property. Remembering that 
“value” is a property or property right 
under a private enterprise system of 
economy, let us see whether his concept of 
this right, under competitive conditions, 
reconciles with the concept he would 
impose through regulatory powers. On 
page 76 of the 1937 edition of his text we 
find the following statement: 

One of the most important but most fre- 
quently disregarded truths about value, is that only 
by a somewhat rare coincidence does the sum of the 
values of the different parts of an organic whole 
equal the value of the whole. If the parts are valued 
as separated from the whole, the sum of their 
values is likely to be far less than the value of the 
whole. On the other hand, if the parts are valued 
as parts of the whole, their sum total of values 


may greatly exceed the value of the whole. (em- 
phasis supplied) 


Compare the above concept with one 
which would actually measure the value 
of the property or property right of the 
private owners of an operating utility 
company as the sum of the cost to some 
predecessor of the component parts in- 
tegrated to form the going concern. 

Page 77: 

Misled by the mathematical postulate, ap- 

plied to separate relationship, that ‘‘the whole is 


equal to the sum of its parts,”’ many courts, and 
even some expert appraisers, have falsely inferreg 
that the value of an economic whole is equal to the 
sum of the value of its parts. (emphasis supplied) 
Page 109: 

This growing experience of the courts with the 
valuation of intangibles is gradually destroying 
the illusion of a “physical value” even with respect 
to tangible assets. But the process of education 
is a slow one, and the tendency of the courts to 
break away from the notion of a ‘physical value,” 
or of an intrinsic value based on past costs rather 
than on future opportunities is still in a transitional 
stage. (emphasis supplied) 


In the above statement, the “original 
cost”’ concept, which does limit value to 
“a physical value, or an intrinsic value 
based on cost rather than on future op- 
portunities,’”’ is called an illusion by the 
author. Yet by the use of regulatory 
powers, he would impose this illusion on 
the private owners of utility properties as 
an established fact. 


Page 170: 


Any attempt to value the asset by assigning to 
it some “‘fair share’’ of the earning power of the 
organic enterprise is uéterly invalid from an ap- 
praisal standpoint since it involves the faise as- 
sumption of an equation between the value of the 
whole going concern and the sum of the value of the 
individual parts. (emphasis supplied) 


Yet the author would impose this 
“false assumption” as a fact or as a legal 
yardstick for the measurement of the 
property rights of the owners of utility 
property. 

Page 265: 

In all respects the relationship between the 
commercial value of a business and the so-calldd 
physical values of its assets is highly indirect and 
uncertain. Almost never does it justify an assum) 
tion that the “values” (that is the depreciated 
costs) of the lalter even roughly measure the valu 
of the former. (emphasis supplied) 


Yet the author would, through the us 
of regulatory powers, impose this ul 
justified “assumption” as an established 
economic principle. Isn’t it a little bit 
absurd to argue that the mere substitution 


of regulatory powers for competition has 
the effect of transforming the very same 
economic fallacies into economic facts? 
The author admits in his text that this 
peculiar regulatory view represents a 
minority view, and that few lawyers, ac- 
countants, businessmen, or courts have 
ever accepted it. 

Page 1081: 

So the courts refer to the determination of a 
rate base as one of “finding out’’ what the “present 
value” or “fair value” of the property really is, 
whereas, the economist refers to the same problem 
as one of choosing a proper rate base—of deciding 
how much the property should be permitted to be 
worth rather than discovering how much if is 
actually worth. (emphasis supplied) 


Here the author admits that he would 
impose his own individual theory as a 
substitute for an established fact. He is not 
concerned as to what the value really is, 
which under our established economic 
system is a property or property right. His 
sole concern is the imposition of his own 
concept of what this right should be. In 
his opinion it is a moral or social question 
rather than an established legal one. That 
this peculiar view does not fit within the 
legal framework which controls and pro- 
tects our private enterprise system of 
economy is further emphasized by a state- 
ment on page 1081. 

The sharp disagreement among American 
economists as to what constitutes a proper rate 
base makes all the more striking their apparently 
unanimous agreement that, whatever this base 
should be, the one measure which is outlawed is the 
very measure which the Supreme Court has held to 
be controlling—namely, the ‘‘value’’ of the proper- 
lies as of the. time when the rates are under considera- 
tion. (emphasis supplied) 


Property and property rights are a crea- 
tion of law, and the sanctity of these rights, 
as measured and defined by established 
law, has been the foundation for our whole 
national economy. In the above statement 
the author admits that his concept of the 
property rights of the private owner of 
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public utilities does not reconcile with es- 
tablished law. This is further emphasized 
by the following statement on page 1082. 

Hadley, indeed, once remarked that he could 
recall but one economist who agreed with the courts 
in accepting “value” as a measure of the rate 
base, and he added that this economist was dead. 
(emphasis supplied) ... The striking nature of 
this rift of thinking between persons trained in 
economics and persons trained in law was im- 
pressed upon the writer some years ago, when he 
offered simultaneous courses on valuation and 
utility economics in the Columbia Law School 
and the Harvard University Department of 
Economics. When the law students were presented 
with the assertion of the economists that ‘‘value” 
is a logically unsound basis of rate control, many of 
them at once took issue and remained unconvinced 
at the end of the session. But when the same 
viewpoint was presented to the economic students, 
they accepted it as a truism too obvious to warrant 
discussion. (emphasis supplied) 


Does not the author, in pointing out 
what he considers a ‘‘mote”’ in the eyes of 
the courts and the legal profession, entirely 
overlook a socialistic “beam” in his own 
eye, which blinds him to the fact that 
property and property rights arise under, 
and are measured by, established legal 
concepts; that their validity or non- 
validity does not depend solely on the 
social view of such regulatory authority as 
chanced to be currently in power? 

Page 1084: 

The lack of sharpness in their (the lawyers’) 
value concept explains why most lawyers are not 
easily impressed with the “circular reasoning” 
charge that the economists bring against the 
“present value” doctrine. (emphasis supplied) 


Now let us see whether we can discover 
why it is that “lawyers are not easily im- 
pressed”’ with the “circular reasoning,” or 
as it is sometimes called ‘‘the vicious circle” 
arguments, so often advanced by some 
economists in support of an “original cost” 
rate base. 

The argument is usually advanced 
against the enthronement of the actual 
purchase price of an operating utility 
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property as a rate base, or as a measure of 
the present value of the future benefits of 
possession, or future earning power. The 
argument points out the fact that the 
purchase price reflects the purchaser’s esti- 
mate of the present value of future earn- 
ings, and that the enthronement of this 
estimate as a rate base protects the pur- 
chaser in his estimate by providing that 
future rates be such as would establish this 
estimate as an actual measure of their 
present value. Economists point out the 
fact that arguments that properties are 
worth what they can earn and that they 
should earn a fair return on cost represent 
“circular reasoning.’’ Most proponents of 
an “original cost’ rate base call such a 
theory the “vicious circle,” yet at the same 
time they blandly advance “original cost”’ 
as a rate base. 

Again, this beam in the author’s eye 
blinds him to the fact that the advocacy of 
an “original cost” rate base represents 
reasoning just as “circular” and just as 
“vicious” as that which supports any other 
cost or sacrifice as a measure of the prop- 
erty or property right of the entrepreneur 
in a private enterprise system of economy. 
Lawyers, whose very profession deals with 
the interpretation and application of the 
established legal principles governing prop- 
erty or property rights, would most 
certainly be “unimpressed” when the 
“vicious circle” argument was offered in 
support of an “original cost’ rate base. 
Most lawyers will quickly reject a theory 
which cannot be reconciled with known 
facts, though some academic economists 
seem to delight in ignoring any actual 
facts which run counter to a pet theory. 
The author, himself, recognizes this. 

Page 8: 

It is a striking commentary on the tendency of 
the social sciences to become overstratified, that the 
academic economists, who have long claimed the 
theory of value as their central theme have given 
so little attention to the practical problems of ap- 
praisal that are constantly arising in business and 


The Accounting Review 


in law. For the most part, their interest has cen- 
tered in the forces that are supposed to determine 
the prices actually fixed by the process of “‘higgling 
and bargaining” on the market place. Only a few 
of them have been concerned with the way in which 
professional appraisers determine a fair selling 
price in a business negotiation, in the way in which 
accountants value assets for balance sheet purposes 
and income tax statements, or in the way in which 
courts and commissioners value property for legal 
purposes. (emphasis supplied) 


Suppose, therefore, we descend from this 
“overstratified” atmosphere occupied by 
the academic economist who advances the 
“vicious circle” argument in support of an 
“original cost’”’ determination of value, and 
examine some of the actual facts as they 
exist in a private enterprise economy, 
which, although ignored by the econo- 
mists, would cause lawyers, accountants, 
courts, and businessmen to reject such an 
argument as invalid. 

Everyone concerned with the everyday 
problems of business knows that every 
single acquisition of an earning concern 
throughout the history of our capitalistic 
or free enterprise system of American 
economy recognized the fact that the 
actual property or property right acquired 
was the right to the future earning power 
of such concern. Every purchase price 
represented an agreed estimate, as between 
the seller and the purchaser, of the present 
value of such future earning power. Under 
the American system of economy both 
buyer and seller knew that the actual 
value would be determined by the wisdom 
and efficiency with which the property was 
used, and that it would be affected by 
many economic factors, the influence or 
impact of which could at the moment only 
be a matter of estimate. Each knew that 
the purchase price did not represent an 
actual measure of value, that the transac- 
tion itself evidenced the seller’s opinion 
that the actual value was less than the 
price received, and the buyer’s opinion 
that the actual value was greater than the 
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price paid or the sacrifice made to obtain 

ion. If the purchase price actually 
established a “legal yardstick” of value, 
they would both be wrong. Under a private 
enterprise system of economy, value is not 
established by cost, original or actual, but 
instead by use or utility, and the oppor- 
tunity offered to the individual to profit 
bya wise use of cost has been the incentive 
to the growth and development of our 
whole economy. These are economic facts 
as they actually exist in an established 
economic system. 

The circular reasoning of which the 
author complains is not required in support 
of any rate base which recognizes these 
established economic facts. Circular rea- 
soning becomes necessary only when a 
peculiar economic theory is advanced 
which would ignore these established facts 
and enthrone cost or sacrifice, either 
original or actual, as a legal limit to the 
benefits of possession, or of value. 

The circuitous reasoning which supports 
such a theory evidently becomes ‘“‘vicious”’ 
only when, and solely because, it guar- 
antees to the overly optimistic purchaser 
the realization of his hopes, and relieves 
him of the penalties which would accrue 
from his own bad judgment, by requiring 
the consumer to pay a return on this un- 
reasonable purchase price. This same 
circular reasoning, which is called ‘“vi- 
cious” when used to support a purchase 
price, is freely indulged in by the author 
and other proponents of “original cost” 
as a rate base. These “original cost” 
proponents object strenuously to a theory 
which would prove that the purchase 
price of an earning entity represents actual 
value by establishing such price as an 
earning base, maintaining that the reason- 
ing behind such a theory is “vicious.” Yet 
these very same proponents blandly pro- 
posefto avoid such vicious reasoning by 
adopting a theory which would prove that 
“original cost” is a measure of actual value 
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by establishing this cost as a legal limit to 
such value. 

Most lawyers, accountants, and busi- 
nessmen would question the mental gym- 
nastics by which this same “circular 
reasoning” now becomes “virtuous” in- 
stead of “vicious.” They would naturally 
wonder how a theory which denies to the 
private owner, and confiscates for the 
public or for seciety, all rewards accruing 
from sound juagment, individual initia- 
tive, enterprise, etc., could be any less 
vicious than one which burdens the public 
with penalties which might arise from poor 
judgment or over-optimistic forecasts. 
Lawyers would quickly recognize the fact 
that such “reasoning” would not con- 
stitute a proper judicial approach to equity 
as between the interest of such private 
owners and the interest of the public. 
Lawyers know that equity cannot be 
served by the mere transfer of an inequity 
from one party at interest to the other 
party. They know that true equity requires 
that the inequity between the parties be 
removed, not merely transferred. The 
author seems much surprised that law- 
yers, accountants, and businessmen cannot 
agree with his reasoning; but his surprise 
is much like that of the little old lady, who, 
while watching the troops pass in review, 
suddenly discovers that they are “all out of 
step but my son, John.” 

We have been discussing statements of 
Professor Bonbright, the author. Let us 
now return to the statements of Professor 
Bonbright, the witness, as set out in the 
testimony carried in the ACCOUNTING 
Review. You will remember thit he 
qualified his endorsement of “original 
cost’’ as a rate base by prefacing his state- 
ment with the modifying term, “broadly 
speaking.” Suppose we examine the ex- 
planatory testimony which follows this 
endorsement in an effort to determine the 
significance and extent of this qualifica- 
tion to outright approval. 
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To get the full significance of this ex- 
planatory testimony it must be remem- 
bered that “original cost,” as an account- 
ing or regulatory term, represents a mere 
subdivision of the actual cost or bona fide 
investment; that all actual costs, in excess 
of “original cost,” or all that part of the 
bona fide investment which is excluded 
from “original cost,” is segregated in the 
subaccount 100.5; and that an “original 
cost’’ rate base excludes all these valid 
costs, or all that part of the bona fide 
investment segregated in Account 100.5, 
from the earning base, or from the value of 
the property right dedicated by the private 
owner to public service. It must also be 
remembered that the distinguishing differ- 
ence between such “original cost’ rate 
base and a “prudent investment” rate 
base is the fact that a “prudent invest- 
ment” rate base would include all those 
costs (though segregated in Account 
100.5) which were prudently incurred, as a 
part of the earning base, or as a part of the 
present value of the property right of the 
owners dedicated to public service. With 
these facts in mind, let us examine a 
question and answer, on page 442 (Ac- 
COUNTING REVIEW) which read as follows; 


Question 
To the extent that the Company’s present 
book figures are found to exceed original cost do 
you believe that excess should be included in the 
rate base, in whole or in part? 


Answer 

No—with one qualification. If any part of 
the excess could be shown to constitute a valid 
item in the acquisition adjustment account, 
there would then arise a serious question as to 
the proper treatment of such an item for rate 
making purposes. However, so far as I can 
judge from the relevant portions of the record 
in this case, amy excess in the Company’s book 
figures over the original cost of its utility prop- 
erties is not of this character. (emphasis sup- 
plied) 


The answer of the witness indicates he 


would give serious consideration to all 
book figures which could not be properly 
classified in Account 107; but the last 
sentence proves that he is also excluding 
from consideration costs which were clas. 
sified by this company in Account 1005, 
This reconciles his answer with his ap. 
proval of an “original cost” rate base, 
When asked if any book costs in excess of 
“original cost” should be: included in the 
rate base the witness answers, “No,” 
but adds, “with one qualification.” Again 
we find a qualification, and a most peculiar 
one for an admitted proponent of “original 
cost” as a rate base. You will note that he 
qualifies as to that part of these costs 
segregated in Account 100.5 which “could 
be shown to constitute a valid item in the 
acquisition adjustment account.” What 
does the witness mean by ‘“‘valid’’? Does he 
refuse to recognize the actual facts that all 
costs segregated in Account 100.5 are 
valid costs, that they all are always an 
actual part of the bona fide investment, 
and, that all invalid costs, or fictitious 
items, are always excluded from Account 
100.5 and segregated in Account 107? 
This is all made clear in the system of ac- 
counts which provides for this segregation 
and in the formai opinion, No. 120 of the 
Federal Power Commission, a part of 
which was qucted at the beginning of this 
discussion. Under a true concept of the 
term ‘valid,’ and, presuming the witness 
intends “serious considerations” to mean 
“consideration as a rate base item,” the 
answer can be literally interpreted as “No, 
but Yes.” 

Let us go a little further into this 
testimony and see whether we can finda 
statement wherein the witness definitely 
commits himself. In the very next question 
and answer he seems to commit hi 
to a “prudent investment” rate base, 
which, as we have explained, is quite 
different from an “original cost”’ rate bast. 
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Quesiton 
In supporting the use of original cost as the 
primary measure of the Company’s rate base, 
are you accepting the so-called prudent invest- 
ment principle of rate making? 


Answer 
Yes, although, in this instance I doubt 
whether the acceptance of a rate base derived 
from original cost is consistent with the alter- 
native “fair value” principle as construed 
under the tradition of Smythe v. Ames. (em- 
phasis supplied) 
The qualification implied in the above 
answer appears to apply solely to the 
specific case in question and this would 
seem to leave the witness definitely com- 
mitted to the prudent investment prin- 
ciple. Now such a commitment just simply 
cannot be reconciled with even a qualified 
endorsement of an “original cost” rate 
base. The fence between these two rate 
base theories is much too high to be success- 
fully straddled by adroit and clever 
arguments. When you add to an “original 
cost” base all costs in excess thereof which 
were prudently incurred, you do not have 
an “original cost” rate base; instead, you 
have a “prudent investment’”’ rate base. 
The distinguishing difference between the 
two theories is the fact that a “prudent 
investment”’ rate base includes all prudent 
costs segregated in Account 100.5. Does 
the witness mean to imply that all costs 
incurred in the acquisition of an earning 
entity which are in excess of that properly 
assignable to “original cost” are “im- 
prudent costs”? A statement, on page 444, 
seems to indicate that this is the very con- 
cept that the witness would use in his 
application of the prudent investment 
principle. 

Now, I conclude that, despite all attempts to 
tidicule an original cost rate base by calling it “‘ab- 
original cost,” or other funny names, such a rate 
base is required as a general rule by the logic of the 
prudent investment principle. (emphasis supplied) 


Although this statement is qualified by 
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the phrase “‘as a general rule,” it expresses 
the opinion of the witness that the “logic 
of the prudent investment principle” 
would indict all actual costs in excess of 
“original cost” as imprudent expenditures, 
which, as such, should be excluded from a 
prudent investment rate base. In ad- 
vancing such an interpretation of prudent 
investment principles the witness resorts 
to a most peculiar definition and use of the 
adjectives “prudent” and “imprudent.” 
Webster’s Unabridged Dictionary provides 
the following definition of these well- 


_known and commonly used adjectives. 


Prudent 
Exercising sound judgment; wisely thought- 
ful; careful; judicious. 
Imprudent 
Not careful; lacking discretion or a due re- 
gard for consequences; heedless; careless; fool- 
hardy, illadvised, illjudged, improvident, in- 
cautious, indiscreet, injudicious, unthinking. 


That a true and proper concept of the 
prudent investment principle recognizes 
and reflects the above definition of these 
adjectives is evidenced by the definition 
and the explanation of these principles as 
set out in the opinion of the late Justice 
Brandeis in the Southwestern Bell Tele- 
phone Case. 


I concur in the judgment of reversal, but I do 
so on the grounds that the order of the State 
Commission prevents the utility from earning a 
fair return on the amount prudently invested in it. 
(emphasis supplied) 


In a footnote to this opinion he defines 
the term “prudent investment” as follows: 


The term “prudent investment” is not used in 
a critical sense. There should not be excluded, from 
the findings of the base, investments which, under 
ordinary circumstances, would be deemed reason- 
able. The term is applied for the purpose of ex- 
cluding what might be found to be dishonest or 
obviously wasteful or imprudent expenditures. Every 
investment may be assumed to have been made in the 
exercise of reasonable judgment unless the contrary 
is shown. (emphasis supplied) 
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The last two sentences of the above 
definition make it clear that Justice 
Brandeis would never exclude any part of 
the actual cost of acquisition from his 
prudent investment rate base until it had 
been definitely shown that such part con- 
sisted of “obviously wasteful or imprudent 
expenditures.” You will note that, in the 
last sentence, he requires proof of im- 
prudency as a prerequisite to such ex- 
clusion. It must be remembered that under 
the definitions provided by the Uniform 
System of Accounts and by the official 
opinions of the Federal Power Commission, 
all costs segregated in Account 100.5 are 
a valid part of the “bona fide investment” 
in utility properties. In view of these 
facts how can the witness justify a state- 
ment that an “original cost’ rate base ‘“‘is 
required as a general rule by the logic of 
the prudent investment principle’? Such 
a rate base actually excludes all costs 
segregated in Account 100.5, regardless of 
the circumstances under which they were 
incurred. 

By this statement the witness actually 
impeaches his own opinion, offered in a 
public report fifteen years earlier. Professor 
Bonbright was a member of a commission 
appointed in 1930 for the revision of the 
Public Service laws of the State of New 
York, and as a member of this commission 
he prepared and filed a minority report 
advocating the adoption of the prudent 
investment method of rate regulation. In 
this report he presented an explanation of 
his conception of the meaning of the 
adjective “prudent” and of the term 
“prudent investment.” 


We have been informed by various persons in 
touch with the public utility companies that one 
of the most serious misgivings entertained by 
these companies has to do with the implications of 
the adjective ‘‘prudent,”’ in the prudent investment 
formula. If only such capital contributions will be 
allowed to earn a return as have been “prudently” 
invested in public service, fear is expressed that 
hindsight, rather than mere foresight, will be used 


by a commission and that it will find certain ex. 
penditures to have been imprudently made simply 
because actual experiences prove that they were 
mistakenly incurred. 

If the “prudent investment” standards were 
indeed to result in the application of hindsight, 
rather than foresight, and if companies were to be 
penalized for construction expenditures which, 
however reasonable at the time, turned out to be 
mistaken, we should indeed be quite ready to con- 
cede the soundness of the objections just raised. No 
such construction of the term “prudent investment,” 
however, is in the minds of those who support this 
principle. The adjective ‘‘prudent” has been used 
simply in order to indicate that the rate base must 
not include fraudulent, extravagant and unreason- 
able outlays. (emphasis supplied) 


The foregoing definition and explanation 
of the term prudent investment and of the 
adjective prudent was offered by this 
very same witness, fifteen years earlier, as 
his sincere opinion of the actual meaning 
of these terms. Under this concept, which 
forbids the use of hindsight, all costs 
segregated in Account 100.5 which could 
not be proven as fraudulent, wasteful, or 
imprudent, under the circumstances and 
conditions that existed at the time in- 
curred, would be included in the rate base. 
Yet, fifteen years later, the witness states, 
in effect, that it is now his opinion that 
that “as a general rule” the term prudent 
investment implies a blanket indictment 
of all costs segregated in Account 1005 
as being imprudent. 

It must be remembered that the costs 
which are subjected to a blanket indict- 
ment by this witness as fraudulent, waste- 
ful, extravagant, etc., are the actual arms- 
length costs of going concerns, which are 
in excess of the mere cost to some former 
owner to install the component parts in- 
tegrated to form the operating concern. 
They represent the entire cost incurred in 
the recognition of intangible attributes, 
built into, or acquired by such former 
owner, and inherent in the “going con- 
cern’’ at the date acquired. An indictment 
of all such costs as imprudent must rest 
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on an assumption that no prudent pur- 
chaser would have ever paid more for an 
earning utility property than the combined 
“original cost” of the component parts of 
the earning entity. Such an assumption is 
too absurd to be entertained by reasonable 
minds. 

Prudent investors in utility properties, 
unlike some academic economists, must 
recognize facts as they actually exist. 
Their transactions involve an exchange of 
values or economic benefits, created under 
and protected by an established economic 
system; therefore, any detriment arising 
from imprudency represents a penalty 
which cannot be avoided by fanciful 
flight into the realm of abstract theory. 
Their losses must be paid in cash, not in 
clever arguments. The witness, as the 
author of Valuation of Property, admits 
and emphasizes the fact that the value 
of an earning concern cannot be measured 
ina private enterprise economy by the cost 
of the component parts. He complains, as 
we have shown, as to the lack of support 
throughout the past on the part of lawyers, 
accountants, courts, and commissions of a 
restriction of utility values to such costs. 
He admits that values or property rights 
in excess of such costs were recognized 
by courts, commissions, and investors 
throughout the past, and that transfers 
were made with legal approval at prices 
which recognized and attempted to meas- 
ure such value. He even admits that the 
“law of the land’’ recognized and protected 
such value as a property or property right 
of the owners. 


Page 1078 (Valuation of Property): 

As Governor of New York and as President of 
the United States, Franklin D. Roosevelt has led 
the criticism of the traditional theories of regula- 
tion. Since his election to the Presidency every 
major program of utility reform has involved an 
attempt somehow to escape the consequences of the 
court-made “law of the land,’’ under which the 
fairness of rates is made to hinge on the ability 
of a company to earn a “reasonable return” on the 
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current “value” of its properties. (emphasis sup- 
plied) 

Here he admits that values in excess of 
“original cost”? were recognized and estab- 
lished as legal property or property rights 
of the. private owners. Were those pur- 
chasers imprudent who recognized this 
established legal fact in their purchase 
prices? Were the courts and commissions 
also imprudent? Public power authorities 
are currently acquiring utility properties 
at prices which are in excess of “original 
cost,” in some instances to the extent of 
57 per cent. Are the public officials im- 
prudent who approve these expenditures, 
and do the expenditures represent a 
“fraudulent,” “extravagant,” and “im- 
prudent” waste of public funds? 

How can the witness reconcile his 
peculiar theory with the facts as they 
actually exist within the legal framework 
of our established economic system? As is 
frequently the case with a pure theorist or 
with a purely academic economist who has 
little patience with things as they are, but 
is concerned solely with things as they 
ought to be, he does not even undertake 
such a reconciliation. He merely adopts 
still another far-fetched assumption as a 
substitute for a well-known fact, and goes 
merrily on his way. This becomes readily 
apparent when we carefully analyze the 
explanatory testimony offered by this 
witness in support of his contention that 
“such a rate base (original cost) is required 
as a general rule by the logic of the prudent 
investment principle.” 

We would naturally assume that the 
witness in advancing this contention would 
be compelled to recognize the basic fact 
that the owner’s “investment” in utility 
property consists of, and is measured by, 
the actual arms-length sacrifice made by 
such owner to obtain possession of the 
property; that the term “prudent invest- 
ment” and the adjective “prudent”’ relate 
to the actual cost of the property dedicated 
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to public service. You will find, however, 
that the witness indicts this actual fact asa 
“guise,” and adopts still another absurd 
assumption as a basis for his arguments. 
Page 442 (AccouNTING REVIEW): 

The “prudent investment” standard on the 
other hand, uses as its criterion not the value but 
rather the cost of the property devoted to the public 
service so long as this cost may be deemed to have 
been prudently incurred. (emphasis supplied) 


Under such a definition we naturally 
wonder how “original cost’? could be 
advanced as a ceiling to costs prudently 
incurred. Let us look at the beginning of 
the next paragraph. 

Ordinarily, the relevant costis the cost of construct- 
ing the properties used and useful in the public 
service, and this cost, save in a somewhat unusual 
case, means the same as the cost of the property 
when first devoted to public service so long as this 
cost may be deemed to have been prudently in- 
curred. (emphasis supplied) 


So here we have it. He proves that 
“prudent cost” is “original cost” by 
merely assuming that there is ne valid cost 
except “original cost”; that cost does not 
mean “actual cost” but instead means 
“original cost”; that “prudent invest- 
ment” does not mean that part of the 
actual investment which was prudently 
incurred, but instead simply means “pru- 
dent original cost.’”’ Facts are not so easily 
erased. If they were, it would be perfectly 
easy to prove that day is night by merely 
assuming that the sun failed to rise. 


Page 443: 

The very nature of rate regulation precludes the 
adoption of the transfer price of a utility property, 
presented under the guise of actual cost to the pres- 
ent accounting company, as a@ proper measure of 
the rate base. (emphasis supplied) 


Again the witness assumes that regula- 
tory power, which is provided in lieu of 
or as a substitute for competition carries 
with it the authority to erase economic 
facts and abolish economic factors. In the 
above statement he implies, if he does not 


actually assert, that it is a misrepresenta- 
tion to present the transfer price or actual 
arms-length cost, as ‘“‘actual cost to the 
accounting company.” The fact which the 
witness would like to ignore is that “‘actual 
cost’? always means the sacrifice made to 
acquire a property or property right and, 
under our established economic system, 
this sacrifice can never be measured by 
the ancient sacrifice of a prior owner to 
acquire rights he no longer possesses. The 
investment of an owner in a car or in 
transportation does not consist of wages 
paid to rubber hunters in Indo-China, pay- 
rolls at Detroit, amounts paid for raw 
material by the manufacturer, or a com- 
bination of any of these costs of the com- 
ponent parts assembled to form the car. 
The investment of the owner in such car is 
measured solely by the “transfer price” 
whereby he obtained possession. By the 
same rules, and for the same reasons, the 
investment of the owners of utility prop- 
erty in such property, or the actual cost of 
such property to these owners, can be 
nothing but the transfer price. 

We have seen that the witness would 
measure the property right of the present 
owner by the credit position of the original 
owner, or by the funds advanced by such 
original owner to install the component 
parts of the going concern. This, together 
with his refusal to recognize cost in excess 
of “original cost’’ as valid cost or as a part 
of the bona fide investment, would seem 
to close the door upon all costs segregated 
in Account 100.5 as a part of the rate base. 
You will notice, however, his frequent use 
of such qualifying terms as “broadly 
speaking,” “as a general rule,” “ordi- 
narily,” and “with one qualification,” all 
of which indicate that there are, or at least 
could be, certain costs in excess of “original 
cost” which he would approve as ‘“‘prudent 
costs.” Let us see whether we can deter 
mine his reason for leaving this “closed 
door” slightly ajar. 
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Page 444: 

Do you mean to imply that under the “pru- 
dent investment”’ principle, 0 account should ever 
he taken of a purchase in excess of original cost? 
(emphasis supplied) 


You will remember that the witness had 
been asked practically the same question 
previously. In the previous question he was 
asked whether any book costs in excess of 
“original cost”’ should be included in the 
vate base, in whole or in part. His answer 
to this question was “‘No, with one qualifi- 
cation.” In the question just posed he is 
asked whether he means to imply that 
these costs should not be considered. This 
time the first sentence in his answer reads: 


No, I do not. 


Although the witness follows this state- 
ment with explanatory testimony, his flat 
denial of any implication that these costs 
should not be considered seems peculiar. 
Suppose we continue our search for an un- 
qualified opinion by analyzing the ex- 
planatory testimony offered in support of 
this flat denial. The first two sentences of 
this testimony read as follows: 


My preceding statement in support of orig- 
inal cost as the measure of the rate base is sub- 


_ ject to one important qualification or exception. 


This exception applies to situations where a util- 
ity property has been acquired by new owners as 
a necessary step in improving public service by 
making a better, more efficient unit through the 
combination of existing utility properties. (empha- 
sis supplied) 


What a peculiar exception to the out- 
tight approval of an “original cost” rate 
base. As we have pointed out, the dis- 
tinguishing feature of an “original cost” 
tate base is the exclusion from such base of 
all costs which recognize the existence of 
intangible attributes in the earning entity. 
The last sentence in the statement just 
quoted recognizes, and approves, the 
conception of use, or utility, or a wise use 
of cost, as a contributing factor to value, 
and thus to property or property rights. 
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If the witness is sincere in this statement, 
he is of course a “prudent investment” 
advocate, and not, as he claims, an ad- 
vocate of “‘original cost,” even “broadly 
speaking.” This exception also completely 
nullifies his previous contention that the 
adjective “prudent” and the term “pru- 
dent investment” relate only to “original 
cost,” for here he applies his ‘“prudency 
test”’ to the transfer price. He continues 
with his explanation of this “‘test,’’ which 
he would apply, not-to “original cost,’’ but 
to transfer price, with the following state- 
ment: 


In such a case, if the new owner was compelled 
to pay more than original cost in order to accom- 
plish this desirable objective, and if the public 
benefit resulting from the acquisition of the prop- 
erty is more than enough to offset the public burden 
of the higher rate base, the inclusion in the rate 
base of the necessary purchase price seems to me 
to be in harmony with the “prudent investment” 
principle. (emphasis supplied) 


The witness must surely know that all 
costs segregated in Account 100.5 are arms- 
length costs, and that therefore it repre- 
sented the minimum amount which would 
have influenced the seller to relinquish his 
property rights. The witness must also 
know that actual benefits flowing from the 
acquisition and integration of isolated 
utility properties, both to the owner and to 
the public, have been the predominant 
influencing factor in the growth and de- 
velopment of the utility industry. He 
must also know that no successful op- 
erating property has ever been transferred 
at a price which represented a mere return 
to the owner of the depreciated cost to 
install its component parts. If integration 
could be effected only through acquisition, 
and if acquisition required the surrender 
of these arms-length costs, why should 
the property right of the present owner 
ever be limited to “‘original cost’’? The wit- 
ness insists that ‘as a general rule” “origi- 
nal cost” should be the rate base; but 


al 
ne 
he 
al 
to 
d, 
by 
to 
he 
in 
y- 
m- 
m- 
ar, 
is 
e”? 
ne 
he 
of 
be 
ld 
ent 
al 
ch 
ent 
her 
ess 
art 
em 
ted 
use 
dly 
rdi- 
all 
nal 
ent 
ter- 
sed 


196 


under the explanatory testimony offered 
by the witness, an “original cost” rate 
base would actually represent a rare ex- 
ception to a general rule that actual cost 
represented a proper rate base. 

We have noticed in the testimony that 
the witness would not recognize values 
arising from intangible attributes, inherent 
in the earning entity at the date of acquisi- 
tion, as a property or property right of the 
owner, insisting that the only right subject 
to transfer is the “‘original’’ owner’s right 
to a fair return on the cost, installed, of the 
property. This is conclusive proof that he 
does not recognize intangible attributes, 
created or acquired as a property or 
property right of the owner. Isn’t this a 
rather strange concept in view of the state- 
ment, just quoted, that he would recog- 
nize as a part of the rate base or as a 
property right, a premium in excess of 
“original cost” paid for the purpose of 
creating such intangibles as “more effi- 
ciency,” “‘cheaper and better service,” or, 
as he says, a “socially desirable objec- 
tive.” If the new owner can create, own, 
and earn on, an intangible, why does not 
the former owner have the right to own 
and benefit from intangibles created or 
acquired during his possession of the prop- 
erty? How can we deny the existence of 
intangible values as property rights, and at 
the same time admit that they can be 
created as such? Remember, an “original 
cost” rate base denies the validity of all in- 
tangible values as the property rights of 
private owners. 

While the witness stipulates the condi- 
tions under which he would admit these 
“excess’’ costs to the rate base, he still 
implies that he sees such costs as an excess, 
or unwarranted “burden on the rate 
payers.” This implication is apparent in a 
statement on page 444, 


Even here, however, in my opinion, the excess 
should be amortized over a reasonable period of 
time instead of being allowed to stand as a per- 
petual burden on the rate payer. (emphasis supplied) 
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Does the witness consider the dedication 
of property to public service the “burden. 
ing” of the public with such property? 
Does the property or property right which 
he admits provides benefits to the public 
represent merely an unjust burden placed 
on the public which should be quickly re. 
moved? Doesn’t the witness recognize the 
fact that properties are dedicated to public 
service in perpetuity, and that the dedi- 
cator loses the right to withdraw such 
property at his option? Isn’t he confusing 
amortization provisions for intangibles 
with the depreciation provisions for tangi- 
ble property? He must surely know that 
the depreciation provisions for tangible 
property do not represent withdrawals of 
such property from the rate base or from 
public service. They obviously represent 
exactly the opposite in principle, for their 
very purpose is to provide the means for 
the preservation and continuation of the 
whole property in the public service. The 
witness, when he approves these costs as 4 
part of the prudent rate base, must also 
approve a return of, as well as a return on, 
such cost. This means that the rapid amor- 
tization which he advocates must be an 
amortization through operating costs or, in 


other words, a recovery of such costs’ 


through charges for service during the 
amortization period. Doesn’t the witness 
know that his plan does not lift a “‘burden” 
but that instead it merely shifts a “bur- 
den”? It would actually mean a subsidy 
by current rate payers to future rate pay- 
ers, and as such would violate the funda- 
mental principles of correct regulatory 
practices. Correct regulatory practices are 
based on the principles of cost accounting 
and these principles require that costs be 
assigned to that period or that product 
which uses up or exhausts the benefits ac- 
quired through such cost. The very nature 
of the benefits arising from integration pre- 
cludes any argument for a ‘quick amorti- 
zation”’ of the “‘cost of integration” by cut- 
rent rate payers. 
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In a dedication of property to public 
service, the owner surrenders his right to 
charge what the service is worth or “what 
the traffic will bear,” in exchange for the 
right to a fair return on his property and 
the preservation and continuation of his 
property in public service. Under a proper 
conception of, and respect for, the rights 
and obligations which arise between the 
owner and the public from a dedication of 
property to public service, it is clear that 
integration costs, fully supported by inte- 
gration benefits, have all the characteris- 
tis of a permanent asset. Depreciation 
and amortization provisions are applicable 
only to the impermanent component parts 
of the property as a whole which are used 
up, expire, or become useless through the 
passage of time or the wear and tear of 
operations. Integration benefits are not 
used up or exhausted by the wear and tear 
of operations; nor do they expire with the 
mere passing of time. They have the same 
degree of permanency as the situation or 
condition out of which they arose or by 
which they were created; the same degree 
of permanency as that of the integrated 
system. 

The “useful life” of integration benefits 
means that period of time during which we 
may expect continued economies or sav- 
ings from the elimination of duplicate fa- 
cilities and the diversity of demand that 
is made possible by integration. It would 
be difficult to imagine a time when “dis- 
integration” would be voluntarily effected 
or a time when it would be ordered by 
regulatory authority. You might imagine 
a hypothetical situation, such as a devel- 
opment in the art of power generation, 
which would make it cheaper to provide 
local generation and eliminate the need 
for transmission and integration between 
distribution systems. If, however, disin- 
tegration should become economical by 
teason of such a hypothetical development 
as this, it would be perfectly proper to 
amortize the remaining cost of integration 
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over those future periods which would re- 
ceive the benefits of this new innovation or 
this more economical service. Under this 
hypothesis it would also be entirely proper 
to amortize the remaining costs of the 
abandoned transmission lines in the same 
way. There is no logic in an argument that 
charges for service to current rate payers 
shouid be burdened with the entire costs 
of integration in order to relieve the rate 
base of future rate payers of a part of the 
actual cost of service to them. It would be 
just as logical to provide for the ‘‘quick 
amortization” of the entire rate base in or- 
der that this rate base not be ‘‘allowed io 
stand as a perpetual burden on the rate pay- 
ers.” 

The witness continues by outlining the 
test he would apply to the ‘‘acquisition ad- 
justment item’’ before admitting such cost 
to the rate base. 

Page 444: 

There are at least three prerequisites of the al- 
lowance of the excess price in order to satisfy 
reasonable requirements that the acquisition ad- 
justment item should be included in the rate base. 
There must be adequate evidence: 

first, that the present owner was obliged to pay 

this excess price in order to get the property 

(This calls for a price on an arms-length trans- 

action basis); - 

second, that the price was paid in cash, or if 

not in cash, then in property or securities 

valued strictly at their cash value; 

and third, that the payment of the excess price 

was warranted from the public standpoint, and 

not merely from the standpoint of a good busi- 
ness transaction as between buyer and seller. 


The witness must surely know that all 
costs segregated in the ‘“‘Acquisition Ad- 
justment” account, or in Account 100.5, 
meet the first and second requirement. The 
very definitions and restrictions provided 
for Account 100.5 require that costs segre- 
gated therein meet these two requirements. 
Only the third requisite, therefore, can 
have any meaning or significance in this 
discussion. 

The third requisite merely leaves the 
door wide open for a “social” test rather 
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than a legal one, especially if the witness 
construes the word “public” to mean only 
the “rate paying public” to the exclusion 
of the ‘“‘owning”’ public. We have had con- 
siderable evidence throughout this testi- 
mony that the social angle would receive 
all the emphasis in any review and deter- 
mination by this witness of the property 
or property right of the private owner of 
property dedicated to public service. This 
significant feature of the testimony is per- 
fectly apparent when you remember that, 
in substance, he has testified that; 


1. Broadly speaking, original cost is the proper 
rate base. 

2. Ordinarily prudent investment means pru- 
dent original cost; the cost to which the 
adjective prudent relates is ordinarily 
original cost. 

3. The fallacy of a purchase price or actual 
cost rate base should be apparent to anyone. 

4, The only right that the original owner has 
to convey, or the only property or property 
right of the owner of utility property, is 
the right to a fair return on the original 
cost to install the component parts of the 
going concern. 

5. The very nature of regulation precludes the 
recognition of the purchase price or actual 
cost as a rate base. 

6. Only in a somewhat unusual case could any 
costs in excess of original cost be a proper 
part of the rate base. 

7. These unusual cases require proof that the 
excess price was warranted from the public 
standpoint, not merely by good business 
judgment. 

8. Even in these unusual cases these costs must 
be subjected to a quick amortization. 


The economic philosophy reflected in 
the above summation, if adopted as a 
proper regulatory concept and then ad- 
ministered and interpreted with the em- 
phasis on its social possibilities, could ef- 
fect the complete socialization of the entire 
utility industry. We have shown that the 
imposition of an “original cost” rate base 


has the effect of socializing utility proper- 
ties by relegating the ownership to the po- 
sition of a mere creditor to a publicly 
owned property. Utility properties can also 
be socialized through purchases by public 
power authorities. You will notice that his 
testimony, as we have interpreted it in 
summations 1 to 5 inclusive, seems to close 
the door to costs in excess of “original 
cost”’ as a proper rate base item. Can it be 
significant that he opens the door just wide 
enough, as set out in our summations 6 and 
7, to admit within his concept of prudent 
and proper costs such excess costs as are 
found in the purchase price of public 
power authorities? Remember, that 
through an overemphasis of the “social 
possibilities,” these costs, in spite of the 
implications of summations 1 to 5, might 
be approved as “warranted from the public 
standpoint,”’ the public’s interest being es- 
pecially served through public ownership. 

Of course the present private owners of 
most utility systems can truthfully argue 
that much, if not all, of the costs in ‘excess 
of “original cost” now in their plant ac- 
counts arose in and through the same 
identical kind of transactions, and that 
benefits flowing to the public from inte- 
gration and interconnection fully support 
these costs which were incurred in perfect- 
ing the existing integrated and intercon- 
nected system. The witness undertakes to 
close this door to such costs in the books of 
the private owner by resorting to the eco 
nomic “principle” set out in summation 
No. 8. Here he provides a springboard for 
the argument, used so frequently by the 
Federal Power Commission, that eve 
though these costs were prudent when in- 
curred, they should have been subjected to 
“quick amortization” and that therefore 
they no longer constitute a ‘‘prudent” item 
in a current rate base. 
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RECENT BRITISH ACCOUNTING 
DEVELOPMENTS 


F. SEWELL Bray 


profession is still relatively young 

when thought of in relation to law 
and medicine; nevertheless, it has been 
called upon to shoulder a wide range of im- 
portant practical duties within a compara- 
tively short space of time. A clear account 
of the nature of those duties, which takes 
us up to the beginning of 1938, is to be 
found in Sir Laurence Halsey’s Dickinson 
lecture on The Position of the Public Ac- 
countant in Relation to Business and Gov- 
ernment in Great Britain. 

This insistent practical urge for a time 
overshadowed theoretical developments, a 
situation which provoked a critic to declare 
that accountants were insensitive to the 
need for sustained academic study and re- 
search. It is probable that a certain want 
of contact with the universities had some- 
thing to do with this apparent neglect, a 
want of contact for which the profession 
was not wholly answerable.’ Be this as it 
may, criticism was not without effect. 
Early in 1937 the Society of Incorporated 
Accountants started a committee “for the 
encouragement of research into all mat- 
ters connected with the work of the pro- 
fessional accountant.”” The emphasis was 
very much on practice, for it was said that 
“one of the particular objects of the Re- 
search Committee was the publication of 
booklets in the form of reports on matters 
of practical importance to the account- 
ant.’”® The first work of this committee was 
published under the title of Standard Prac- 
lice in Auditing. 


Bree accountancy as an organized 


' Dickinson Lectures in Accounting, Harvard Uni- 
versity Press, 1943. 

* This situation has recently been remedied. 

*Mr. Richard A. Witty in his Preface to Standard 
Practice in Auditing. 


Not very long after the setting up of the 
Society’s Research Committee, the Ac- 
counting Research Association was formed, 
this time under the stimulus of academic 
influence. But, although it published a 
number of useful memoranda, it was pre- 
vented from making real headway by the 
cessation of its activities soon after the 
outbreak of war. 

With the coming of a second world war 
there has been a certain reforming restless- 
ness in social affairs, a restlessness which 
has not been without its mark on accounts. 
It has been possible to detect a new spirit 
creeping into the statement of accounts; 
the accounting art itself has become dis- 
cernible as an instrument of truth in the 
field of economic enquiry. Society has be- 
gun to expect published financial accounts 
to serve all kinds of purposes, and it has 
asked of them, as a matter of prime impor- 
tance, such a disclosure of information as 
will give a clear and orderly picture, which 
can be readily assimilated and understood, 
of the working of business enterprise. Such 
a climate has turned attention to company 
legislation, and, coming at a time of in- 
tense pressure on technique, has set the 
profession thinking. 

In England the Institute of Chartered 
Accountants has formed a Taxation and 
Financial Relations Committee, which has 
initiated subjects of accounting principle 
for the consideration of the Council. One 
result of this has been the publication by 
the Council of the Institute of recom- 
mendations on accounting principles, the 
first of which, dealing with Tax Reserve 
Certificates, appeared in December, 1942, 
and the latest, on the “thorny” question of 
the valuation of stock in trade, was pub- 
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lished in June, 1945. The importance at- 
tached to the principle of adequate dis- 
closure in relation to company accounts 
may be seen from those recommendations 
which deal with the treatment of taxation 
in accounts, the inclusion in accounts of 
proposed profit appropriations, reserves 
and provisions, disclosure of the financial 
position and results of subsidiary compa- 
nies in the accounts of holding companies, 
form a balance sheet and profit and loss 
account, and depreciation of fixed assets. 
Thus it is recommended inéer alia that 
the charge for income tax and the charge 
for national defense contribution or excess 
profits tax should be stated in the accounts, 
and that the charge for income tax should 
be based on the profits earned during the 
period covered by the accounts, a recom- 
mendation which arises out of the preced- 
ing-year basis of assessment of the United 
Kingdom income tax. It is recommended 
that the basis of the charge for income tax 
should be disclosed, and there is a reference 
to the fact that “taxation charges may be 
affected by losses in the current period, 
deficiencies brought forward or adjust- 
ments of taxation in respect of previous 
periods, the effect of which, if material, 
should be disclosed.* This recommendation 
goes on to say that “any provision made in 
excess of the amount required to cover the 
estimated future liability on profits earned 
to date should, if material, be similarly dis- 
closed.§ 

In March, 1943, it was recommended 
that “provision be made in the books and 
in the annual accounts for proposed profit 
appropriations, those subject to confirma- 
tion by shareholders being so described. 
Provision for dividends should be shown 
as a separate item in the balance sheet.® In 


* Recommendations on Accounting Principles, The 
Institute of Chartered Accountants in England and 
Wels {Gee & Co., Ltd., 1944), p. 10. 


* Ibid., p. 12. 


October of the same year there was a rec. 
ommendation that a ‘distinction should 
be made between reserves which are free 
and those in the nature of provisions for 
specific requirements,”’ the latter being 
preferably described as “Provisions.” In 
this recommendation there is a denotation 
of the term “reserve” as “amounts set 
aside out of profits and other surpluses 
which are not designed to meet any liabil- 
ity, contingency, commitment or diminu- 
tion in value of assets known to exist as at 
the date of the balance sheet”’;® such re- 
serves to be dislcosed in the balance sheet. 
It is also indicated that the term ‘Reserve 
Fund” should only be used “where a re- 
serve is specifically represented by readily 
realizable and earmarked assets.* The term 
“provision” is denoted as “amounts set 
aside out of profits or other surpluses to 
meet (1) specific requirements the amounts 
whereof can be estimated closely, and (2) 
specific commitments, known contingen- 
cies and. diminution in values of assets ex- 
isting as at the date of the balance sheet 
where the amounts involved cannot be 
determined with substantial accuracy.”” 
The provisions referred to at (2) ‘should 
be disclosed in the balance sheet under one 
or more appropriate headings.’™ There 
is also a direction that capital and other 
reserves not normally regarded as available 
for distribution as dividends should be 
separated from those of a revenue nature 
and that as a general rule “where reserves 
and provisions are created or increased, the 
amounts involved, if material, and the 
sources from which they have been created 
or increased, should be disclosed in the ac- 
counts” except in regard to provisions the 
disclosure of which would be detrimental 
to the interests of a company. In all cases 


7 Ibid., p. 13. 
8 Tbid. 
Ibid. 


10 Tbid. 
Tbid., p. 14. 
13 Ibid. 
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it is recommended that ‘“‘the utilization of 
reserves, and of provisions proved to have 
been redundant, should be disclosed in the 
accounts.’”! 

The principles recommended for the 
consolidation of balance sheets and profit 
and loss accounts will be familiar to Ameri- 
can accountants, but there is an interesting 
direction that “every consolidated state- 
ment should indicate: (a) the nature and 
measure of control adopted as a basis for 
the inclusion of subsidiary undertakings, 
(b) the reasons for the non-inclusion of any 
subsidiary undertakings which would nor- 
mally be included on the basis adopted for 
the group, (c) the procedure adopted in 
cases where the accounts of subsidiary un- 
dertakings are not made up to the same 
date as the accounts of the holding com- 
pany, (d) in the case of subsidiary compa- 
nies operating overseas, if relatively impor- 
tant, the basis taken for the conversion of 
foreign currencies as affecting assets, lia- 
bilities and earnings.” 

In July, 1944, the Council of the Insti- 
tute issued its recommendation on the 
form of balance sheet and profit and loss 
account, a recommendation which ap- 
proved the general principles of grouping. 
It mentioned in direct reference to the 
balance sheet that additional groups might 
be necessary to show the aggregate liabili- 
ties and assets subject to exchange or other 
restrictions, special funds and other special 
items, such as deferred revenue expendi- 
ture. On the subject of fixed assets it rec- 
ommended that these should be shown on 
the balance sheet at original cost with a 
stated deduction for accumulated depre- 
ciation. A note to the balance sheet group- 
ing for current assets mentioned that debts 
of material amount not due until after the 
lapse of one year from the date of the bal- 
ance sheet should be separately grouped 
and suitably described. 


18 Ibid. 
4 Tbid., pp. 16-17. 
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Two of the references to the form of the 
profit and loss account are of such impor- 
tance that they deserve to be quoted in de- 
tail. Thus it is recommended that “The 
profit and loss account should be presented 
in such a form as to give a clear disclosure 
of the results of the period and the amount 
available for appropriation.”’ Secondly it is 
noted that “such a disclosure implies 
substantial uniformity in the accounting 
principles applied as between successive 
accounting periods; any change of a ma- 
terial nature, such as a variation in the 
basis of stock valuation or in the method 
of providing for depreciation or taxa- 
tion, should be disclosed if its effect 
distorts the results. The account should 
disclose any material respects in which it 
includes extraneous or non-recurrent items 
or those of an exceptional nature, and 
should also refer to the omission of any 
item relative to, or the inclusion of any 
item not relative to, the results of the pe- 
riod.’ We should not wish to pass from 
this recommendation without mentioning 
one very interesting suggestion, on the sub- 
ject of disclosure of information, which re- 
lates the directors’ report to the accounts. 
Thus it is recommended that “If directors 
of a company desire to disclose in their re- 
port information which, but for its inclu- 
sion in the report, would be required to be 
disclosed in the accounts, the relative para- 
graphs in the report should be clearly 
distinguished from the remainder of the 
report and specifically referred to in the 
accounts.!¢ 

For the rest, we should just notice two 
remaining recommendations; the one re- 
lating to depreciation of fixed assets which 
approved the straight-line basis as a 
method of cost allocation for assets such 
as Freehold Buildings, Plant and Machin- 
ery, Tools and Equipment, Ships and 
Transport Vehicles, which are subject to 


6 [bid., p. 22. 
16 Tbid., p. 24. 
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depreciation by reason of their employ- 
ment in a business; the other dealing with 
the valuation of Stock-in-Trade which sup- 
ported the conventional rule of valuation 
at the lower of cost or market value, a rec- 
ommendation which has not altogether 
satisfied the economic implications under- 
lying stock valuation. 

While the Council of the Institute of 
Chartered Accountants was in the process 
of issuing its recommendations on ac- 
counting principles, the Research Commit- 
tee of the Society of Incorporated Ac- 
countants was very far from inactive, and 
in June, 1944, it came out with a second 
publication, Design of Accounts,” a book 
which The Accountant referred to as an 
important landmark in the history of ac- 
counting development. In this work a 
marked emphasis was placed on accounts 
as evidence of the effectiveness of opera- 
tions. In the first section, which set out the 
principles of design, it said that “It is the 
duty of directors'to render a plain and in- 
telligible account of their conduct of a 
company’s business, in order that the rela- 
tive contributions to the ‘net income’ made 
by the three elements concerned in the 
running of industry—ownership, labor, 
and management— may be discerned; not 
to mention that such documents supply 
information to economists and others pur- 
suing truth for its own sake, and to a gov- 
ernment which is required to have increas- 
ing regard to the equilibrium of the indus- 
trial structure of the nation if difficult 
social problems are to be solved.’* In 
this section there was a discussion on the 
elements of uniformity, terminology, sig- 
nificant groupings in balance sheets and 
revenue accounts, published accounts, nar- 
rative accounts, uniformity in accounts of 
holding companies, directors’ responsibil- 
ity for accounts, and at the conclusion a 


17 Oxford University Press. 
18 Op. cil., pp. 1-2. 
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summary of the principles underlying the 
design of financial statements. 

A second section, on the Interpretation 
of Accounts, dealt with internal accounts 
in relation to management, the equilibrium 
of a business as evidenced by accounts, 
departmental classifications, and account- 
ing ratios. Included in the contents were 
specimen forms of published company ac- 
counts, suggestions for the statement of 
accounts in narrative form, twenty-four 
specimen forms of account for specific un- 
dertakings, and recommended forms for 
the accounts of executors and trustees. 

One paragraph in the book which de- 
serves to be emphasized discussed the ad- 
vantages to be gained from a minimum of 
uniformity in design. It indicated that “In 
the first place such uniformity would pre- 
sumably tend to raise the general stand- 
ard of design in the accounts, both pub- 
lished and unpublished, of firms in all in- 
dustries; and this might carry with it a 
general improvement in accounting sys- 
tems, to the benefit of individual enter- 
prises and to the community at large. Sec- 
ondly, as interpretation becomes more 
penetrating, the general standard of criti- 
cism applied to all forms of accounts 
should tend to rise. In the third place, ac- 
curately designed accounts framed on a 
relatively uniform basis, supported by bal- 
ance sheet and revenue indices, should 
make for greater efficiency of management 
in the maintenance of both short-period 
and long-period equilibrium; there should 
be less likelihood of disturbance brought 
about by inaccurate assessments of per- 


formance. Fourthly, accounts of improved _ 


design would enable those co-operating in 
industry—owners, employees and mana- 
gers—-to gain an unequivocal view of the 
relative contributions to the ‘net income’ 
made by the factors in production which 
they represent. And lastly, it may not be 
too fanciful to see an advantage accruing 
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to the whole economic structure of society 
if accounts are made so illuminating that 
movements of capital tend to be led into 
right channels.’”® 

The influence of such theoretical devel- 
opments as have been mentioned has not 
been without effect, as can be seen from 
the recommendations of the Committee on 
Company Law Amendment” which re- 
ported in June, 1945. But it would be 
wrong to carry away the impression that 
British accounting research has been 
mainly directed to questions of disclosure 
and of the form of accounting documents. 
The Research Committee of the Society of 
Incorporated Accountants is even now in- 
vestigating the subject of ‘The Measure- 
ment of Profits,” and has already pub- 
lished a number of important short memo- 
randa.” Thus it has been said that this sub- 
ject seems to derive its special importance 
from three factors: ‘‘1. If management of 
a business is to take right decisions, it is 
important that it should know what the 
true profits of the business are—the true 
profits unclouded by questions of policy 
reserves. 2. Secondly, there are certain 
common practices in the measurement of 
profits which may have quite notable ef- 
fects in such economic spheres as the trade 
cycle. 3. Thirdly, there is a tendency for 
taxation computations of profits to coin- 
cide more and more closely with commer- 
cial concepts. It is important therefore 
that commercial concepts should be classi- 
fied.’’? 

This enquiry has taken the discussion 
into the ranks of the economists, notably 
with Dr. H. W. Singer, who will be known 
to American accountants for his work on 


9 Op. cil., p. 19. 

*” Report of the Committee on Company Law Amend- 
ment, H.M. Stationery Office, June, 1945. 
Py Accountancy for July, October, and November, 

= “The Measurement of Profits,” by Bertram Nel- 
son, in Accountancy, July, 1945, p. 193. 


Recent British Accounting Developments 


203 


Standardized Accountancy in Germany, 
(Cambridge University Press, 1943). 

For the accountant profit is largely 
bound up with questions concerning its dis- 
tribution, with the consequence that he 
places the emphasis on its realization in 
terms of cash or its equivalent; thus it is 
money profits which accountants measure, 
a circumstance which tends to veil the 
real effects of price-level changes. Econo- 
mists wish accounts to furnish information 
in terms of current values with a view to 
assessing real values, and to assist them in 
making their summations of national capi- 
tal and income. Thus the net assets of a 
particular business undertaking constitute 
one of the assets forming part of the na- 
tional capital contributing to the current 
flow of economic goods conceived by the 
economist as being real gross national in- 
come. The whole question has raised im- 
portant implications pointing to the neces- 
sity for the maintenance of the real capital 
of business enterprise, a policy not without 
influence on the wider issues of full em- 
ployment and avoidance of trade depres- 
sions. It has also raised problems concern- 
ing the efficiency of capital goods replace- 
ment and of stock valuation, a question 
which has revived discussion on the eco- 
nomic implications of accounting cost val- 
uations based on the methods denoted as 
“First-in First-out” and “Last-in First- 
out,” a controversy familiar to American 
accountants. 

The Research Committee of the Society 
of Incorporated Accountants has now 
brought the discussion to the point where 
economists are prepared to accept the ne- 
cessity for a statement of account in terms 
of accounting conventions, providing that 
it is supported by supplementary eco- 
nomic data to be carried in through the 
technique of an adjustment statement. It 
has left unsettled the precise data which 
economists will require and the method of 
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their ascertainment in such a way as to 
provide figures with which accountants 
can deal. There are signs, however, that 
something may be achieved through the 
setting up of specific price indices for se- 
lected classifications of fixed capital as- 
sets, a hope which has been fortified in 
some measure by the recommendations 
contained in the recent report of the Cen- 
sus of Production Committee.” 

Thus accounting research in England is 
gradually penetrating back to fundamental 


3 H.M. Stationery Office, October, 1945. 
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conceptions. There is one last piece of eyi- 
dence for this in the setting up of a Joint 
Exploratory Committee by the National 
Institute of Economic and Social Research 
and the Institute of Chartered Account- 
ants. This Committee is preparing the 
ground for later investigations by an en- 
quiry into accounting definitions of such 
terms as “profit,” “loss,” “income,” “ex- 
penditure,” “capital,” ‘“‘saving,” and 
“maintaining capital intact.” It can no 
longer be said that British accountants are 
neglecting their opportunities for sustained 
academic study and research. 


THE ACCOUNTANT AS AN ARTIST 


GEORGE B. McCowEN 


CCOUNTING is not a science; it is an 
A art.’ The general ledger of an ac- 
counting system is a picture of a 
business enterprise in action, but it is not 
a photographic picture. Rather it is cubis- 
tic or surrealistic, and therefore symbolical 
in nature. It visualizes, for the management 
and others, one link in the chain of eco- 
nomic activity whereby man makes his liv- 
ing. Put all accounting systems together in 
a chain, and the totality of economic effort 
would spread like a mighty mural before 
our eyes. 

There sometimes is a look about the eyes 
of accountants that has mistakenly been 
compared with the cold stare of a fish. It 
does not come from eye strain from unemo- 
tionally looking too hard at figures. In- 
stead, it comes from mentally seeing far-off 
places and far-off activities. For account- 
ants look with an inner eye at commerce 
and industry—a scene which is one of the 
mightiest and most complex to be viewed 
by man. 


1 American Institute of Accountants, Accounting 
Research Bulletin, No. 9, p. 67. 


Perhaps you have stood awed in the 
presence of the Grand Canyon, a mighty 
river, or a great volcano. There is the same 
thrill for those who can see into the mighty 
sweep of business activities in totality. 
There is “sweat, blood, and tears’’ and 
“hope, faith, and charity” unending. 
There is birth, play, study, ambition, 
work, joy, success, failure, sorrow, and 
broken dreams; there is hunger being ap- 
peased, the body being clothed, shelter be- 
ing provided against the elements. There 
is greed, pushing, shoving, gouging, rob- 
bery, and murder. Wars are fought and 
millions die because man wants more than 
he has yet been able to produce. 

The accountant can glimpse the whole 
panorama. The pen, the ledger, the ink are 
his artist’s brush, canvas, and paint; with 
them he captures some phases of each dra- 
matic movement of the scene. 


* * 


Before the genesis of every enterprise | 


there is a void waiting to be filled. It may 
be that people could use Venetian window 
shades but few are for sale. A man says, 


ts ABB 
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“Let us construct a business enterprise,” 
and a business enterprise comes into being 
—an artificial thing, invisible, intangible, 
and existing only in the mind of man and 
in the eyes of the law. Perhaps the man 
called the business the Window Shade 
Corporation, and in the beginning there 
was nothing inside the enterprise. Because 
it can have nothing except that it comes 
from some outside source, and because 
what it has stays inside for a while and 
then passes on by way of use (or as goods 
sold to customers, or as payments to those 
who furnished the original assets), the en- 
terpriser said, ‘“There must be a fund dedi- 
cated to this enterprise so that it may 
operate and produce goods.” Then, as if he 
had waved a magic wand, many people, 
and many financial institutions, give up a 
part of their own cash for stock certificates 
of this new enterprise. These stockholders 
are the source of the fund and the fund is 
inside the business in the form of cash. 

Then the accountant as an artist drew 
in his ledger the equivalent of a little pic- 
ture of what had been done: 

AssET SOURCES 
Stockholders 
100,000 f 
Asset KInDs 
Cash 
t 100,000 | 


Asset DISPOSITIONS 
(none) 


The ledger is a broad accounting canvas, 
so broad in fact that each of the little pic- 
tures (representing stockholders, cash, and 
many other things) is in effect a separate 
account-canvas. But in imagination they 
appear to blend or flow into each other as 
harmonious colors do in a landscape. The 
sources are on the left side of the page be- 
cause the cash flows from the stockholders 
into the business, and the flow should be 
from left to right, for that is the way we 
tread. The large T with “stockholders” 
Written above to form an account is the 
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accountant’s pen picture of the people who 
are the stockholders. The figures stand for 
the total amount of cash they furnished. 
The figures are put on the right or credit 
side of the stockholders account because 
that is the from side as pictured in this 
flow relationship. The little “‘f’’ in the illus- 
tration means from; the little “t”’ means 
to. 
What do the little pictures stand for 
that are called ‘“‘account of stockholders” 
and “account of cash”? One stockholder 
is a school teacher in St. Louis; by means 
of frugal living he has saved $1,000 of his 
meager salary. Another is a farmer in Ohio; 
for long years he has tilled the soil but 
now he is old, so he must sell his farm and 
move to California where he can live in 
comfort with the friends who have gone 
before him. And still another is a boot- 
legger in Kentucky who has managed to 
save enough from white mule sales to go 
respectable and move to town where he 
can give his young children advantages de- 
nied to him because as a boy he had to 
stay at home and help his pappy with the 
“corn.” Some of the stockholders are the 
men who started the business enterprise: 
Ed Lacy who runs the bank; Sam Smith, 
the local undertaker; Bill Steel, an ac- 
countant; and Ned Hubbard, a cabinet 
maker. 

The cash which once was in the pockets 
and bank accounts of the several stock- 
holders is now in the enterprise; the 
amount involved is placed under its name 
on the left side of an account because that 
is the to side of that account in this flow 
relationship. Cash is a universal asset, a 
universal means of service; it is valuable 
because it can be converted into any asset 
or service with a minimum of delay and 
trouble. With few exceptions it is univer- 
sally desired because with it men can buy 
any asset or service they desire. 

Cash is financial power in concentrated 
form, a sort of nuclear energy for finan- 
cial society. When properly used (as a 
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medium of exchange, a measure of value, 
a store of value) it helps to heal the sick, 
feed the starving, clothe the naked, and 
shelter the homeless. It plays a part in the 
education of the ignorant and in the leisure 
of the wise. So universal is cash that love of 
money is called the root of all evil. Im- 
properly used cash is the most destructive 
force ever invented by man. Beside it the 
atomic bomb devised by nuclear physics 
pales into insignificance. But it does not 
explode like a clap of thunder and light- 
ning; its destructive power creeps up while 
we are unaware. 

Not everyone can take or will desire to 
take the risks of being a stockholder. Stock- 
holders are entitled to whatever profit the 
corporation earns, but they must also suf- 
fer the losses. The stockholders of the 
Window Shade Corporation held a meet- 
ing; those who could not come were in- 
formed of the purpose and asked to vote 
by proxy or give their vote to someone who 
could be present. At the stockholders’ 
meeting it was decided that more funds 
were necessary than were already raised 
from stockholders, and that it would be 
desirable to secure $50,000 from people 
who would lend their money to the corpo- 
ration at 6 per cent interest, the principal 
to be repaid in twenty years. Bond certifi- 
cates were printed and the bonds were sold 
at par. 

The accountant added a sketch of the 
account of bondholders and the cash they 
contributed to his accounting canvas as 
shown below: 


AssET SOURCES 
Stockholders 


| 100 ,000 f 
Bondholders 


| 50,000 f 
Asset KInpDs 
Cash 
t 100,000 
t 50,000 


Asset DISPOSITIONS 
(none) 
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The bondholders are several in number. 
One is a bank in Oklahoma whose trust 
department is caring for the estate of 
Jumping Jackrabbit who died with joy 
when oil was struck on his farm. His only 
heir is Little White Cloud, who says, “I’m 
flea-and-a-half years old.” One is an old 
skinflint in Omaha who usually is afraid 
to take a chance; but 6 per cent looks so 
much better than the 2 per cent he gets 
from postal savings that he can’t resist. 
Then, too, Ed Lacy, the local banker, took 
a good slice of the 6 per cent “stuff”; 
Bill Steel, the accountant, took some too, 

There were others—a thousand dollars 
here, a thousand dollars there. Each en- 
try represents a separate story in saving, 
in labor, in luck, and in inheritance. 

The Window Shade Corporation of our 
story has now been financed. The mana- 
ger, Ned Hubbard, is in the market to buy 
the services necessary to produce Venetian 
blinds. He knows that many of the services 
which he needs are stored in things called 
assets; only by buying or renting such as- 
sets can the corporation secure the use of 
these services. These assets have the 
names of land, buildings, machinery, raw 
materials, factory supplies, and the like. 

Many of the services needed to produce 
and sell window shades must come from 
free men themselves—the greatest givers 
of service the world has ever known. Their 
service cannot be stored as service; but 
such service can be stored when it has been 
converted into Venetian blinds or other as- 
sets. It is not at all far-fetched to call the 
services of men by the name “assets.” 
Surely, a thing which turns into an asset is 
itself an asset. 

Some services used by the business must 
be the combined services of men and assets 
in their charge. Postage is a service given 
by men in the United States Post Office 
Department using the services of many 


assets, airplanes, trains, ships, and trucks. § 


Thus the services of men around the world 
are sketched in‘one small account named 
Postage. 
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Ned Hubbard is the manager of the 
Window Shade Corporation. He is its five 
senses; he sees, hears, smells, tastes, feels 
for it, for it is said “A business is but the 
lengthened shadow of a man.” The manag- 
er’s principal task is making decisions 
with good judgment. Upon his decision 
depends much of the success or failure of 
the corporation. He must decide what 
services to buy and how much. Someone’s 
profit or loss depends upon his every choice 
his every act. Will the school teacher in St. 
Louis realize anything from his savings? 
Will the Ohio farmer be able to remain at 
ease in California? Will Little White Cloud 
be enabled to grow up into a rich Cherokee 
princess? 

Some part of the answers depends on the 
actions of the manager of this corporation. 
The manager during the year chose to buy 
certain assets and services for cash. He was 
continuing to act on certain earlier deci- 
sions, and was making new decisions daily 
about the proper combination of land, la- 
bor, and capital necessary for profitable 
production. Some of these decisions are ex- 
pressed in the cash outlays made immedi- 
ately by disbursements or in using the 
company’s credit to defer cash payment. 

The accountant, Bill Steel, observing 
this inflow of assets and services, pictured 
them one by one on his accounting canvas. 
as follows: 


AssET SOURCES 


Cash 
| 149,200 f 
Asset KiInps 
Land 
t 1,000 | 
Building 
t 10,000 | 
Machinery and Equipment 
t 8,000 | 
Raw Materials 
t 50,000 | 
Factory Supplies 
t 5,000 | 
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Factory Labor 
t 50,000 | 


Repairs 


t 500 | 


Taxes 
t 1,300 | 


Tools 


t 1,100 | 


Insurance 


t 300 | 
Drayage 


t 700 | 


Power 
t 2,000 | 


Advertising 


t 3,000 | 


Sales Salaries 
t 6,000 | 


Shipping Supplies 


t 2,000 | 


Postage 
t 200 | 


Administrative Salaries 
t 5,000 | 


Miscel. Office Exp. 
t 100 | 


Interest Expense 
t 3,000 | 


Asset DISPOSITIONS 
(None) 


This chart shows the great variety of 
asset-kinds that flow out of the invested 
cash. Land is the original source of every- 
thing and every service. In this case it is 
a building site, and it gives off this service 
forever. To the corporation it is one hun- 
dred feet by two hundred feet of space 
with its apex deep at the center of the 
earth and its four corners extending up- 
ward into the zenith through space with- 
out end, a great wedge-shaped piece of the 
universe. And, by the laws and concepts of 
private property, it all belongs to the 
Window Shade Corporation. 


r, 
af 
y 
d 
t. 
y 
of 
ne 
m 
‘ir ¢ 
| 
né 
| 
st 
ts 
ce 
ny 


208 The Accounting Review 


A building, as with most other tangible 
articles made by man, is a mass of many 
materials brought perhaps from the four 
corners of the world. It is stuck together 
with the “sweat, blood, and tears” of the 
men from many countries. Many of the 
products used in the structure are the end 
results of many other business enterprises 
—steel mills, lumber mills, quarries, brick 
kilns, cement and plaster plants, copper 
mines, aluminum mines, and factories of 
many kinds. If we could follow them back 
to their sources on the ledgers of those 
who produced them, the whole of science, 
economics, sociology, and history would 
pass in review. 

Now the building stands complete and 
ready to protect workmen, machinery, 
tools, and materials from the elements. It 
is a place to work; it gives us the service of 
shelter. 

Each type of machinery and equipment 
gives off its own peculiar type of service: 
sawing, cutting, boring, grinding, pound- 
ing. And each increases greatly the pro- 
ductive capacity of men. In the aggregate, 
machinery and the power to run it have 
increased man’s productive power millions 
of times. Without them man would still 
exist in a relatively primitive state. 

There is romance in the flaming steel 
furnaces, the rattle and clanging of cranes, 
the roar of locomotives, and the hiss of 
steam. Together they play a symphony as 
grand in its way as any ever written by 
Beethoven, Bach, or Brahms. It is colos- 
sal! It is stupendous! And it is all sketched 
there in a few symbols on the accountant’s 
ledger—the accounts for machinery, equip- 
ment, tools, and power. 

Raw materials and finished goods are 
relative terms. Few raw materials are ac- 
tually raw; ore, rock, coal, and the other 
minerals as they exist in the mines and 
quarries, standing trees, and wild plants 
are about all. Once labor has been applied 
to them they become a finished product of 


some business enterprise. The finished 
goods of a sawmill are raw material tog 
building contractor. Raw materials and 
finished goods are the chief connecting 
links between most business enterprises 
and the connecting links in their account. 
ing systems. 

Irving Fisher saw this when he explained 
it in his Nature of Capital and Income. Ac- 
countants credit the forest and debit the 
sawmill; credit the sawmill and debit the 
lumber yard; credit the lumber yard and 
debit the contractor; credit the contractor 
and debit the home owner. Materials and 
services that are sold and bought serve to 
link enterprise with enterprise in an un- 
broken chain from the natural product to 
the final consumer. And the end is not then, 
because the consumer puts his labor back 
into the production process to produce 
more raw materials, finished goods, or 
services of some kind. Supplies are like raw 
materials except that they do not appear 
physically in the finished goods. 

Labor as the service of men has already 
been described under the heading of serv- 
ices. Some serve inside the plant that pro- 
duces a finished good (factory labor) ; some 
repair machines when they break down (re- 
pairs) ; some serve outside the plant to pro- 
tect us from fire, theft, and war (taxes); 
some services reimburse us in case of loss 
(insurance); and another hauls our goods 
(drayage). 

The service of advertising proclaims the 
merits of our finished goods to all the 
world. “If a man builds a better mouse- 
trap, the whole world will beat a path to 
his door,” —if he advertises. 

The salesmen’s salaries—they bring to 
mind the only authentic peerage in this 
democratic nation: the knights of the road. 

Administrative salaries reflect the serv- 
ices of the enterpriser. To the economist 
he is a factor of production in himself, 


* New York: Macmillan, 1923, p. 155. 


sepe 
The 
trat 
| paid 
man 
was 
and 
som 
chal 
past 
kille 
mon 
beer 
out 
stro. 
you 
thro 
page 
T 
rial 
fact 
ind 
ina 
se 
orig 
mat 
The 
and 
ture 
man 
mak 
call 
pro C 


separate and distinct from other labor. 
The accountant uses the term ‘adminis- 
trative salaries” to represent the price 
paid for a trained mind. Back of the 
trained mind thus sketched in an account 
stands the entire educational system and 
many years of study and experience. 
Interest expense is the hire of the money 
furnished by lenders. The money borrowed 
was put into productive assets and services 
and thus will, it is hoped, earn its way and 
something besides. Interest is a glamorous 
chapter in business all by itself. In times 
past men have been jailed, flogged, and 
killed for charging it. Thousands of ser- 
mons have been preached against it. It has 
been both praised and damned times with- 
out number. It is all pictured there in a few 
strokes of the pen—Interest, $3,000. But 
you will need to look in imagination 
through the figures and beyond the printed 
page. 
Then the wheels turned and raw mate- 
tial flowed out of the storeroom onto the 
factory floor, and there many men worked 
industriously and intelligently, like ants 
in a hill. Then parts of many assets and 
services detached themselves from their 
original kinds and were drawn to the raw 
material as a magnet attracts steel filings. 
The accountant made more of his sketches 
and these things all appeared on the pic- 
tured page in his symbols that represented 
many things and services put together to 
make something new under the sun. We 
call the sketches accounts for goods in 
process. 


AssET KINDS 
Building 
| 100 f 


Machinery and Equipment 
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Factory Labor 


80 f 
Raw Materials 


| 40,000 f 
Factory Supplies 


| 4,000 f 


[ 50,000 f 


Repairs 
| 500 f 


Taxes 
| 1,200 f 


Tools 
| iof 


Insurance 
| 30 f 


Drayage-in 
| 700 f 


Power 
| 2,000 f 


Goods in Process 
t 98,720 


In never-ending stream the goods in 
process passed out the factory door into 
the warehouse, and the accountant brushed 
in that fact as follows: 


Asset Kinps 
Goods in Process 


| 80,000 f 


Finished Goods 
t 80,000 | 


Back from the knights of the road came 
orders inspired by the wants for Venetian 
blinds. Their training—and perhaps their 
jokes—has played its part well, aided by 
advertising. Workmen removed finished 
goods from the warehouse, put them in 
boxes, and shipped them to all corners of 
the country. As the finished goods moved 
out and as the services of salesmen, office 
workers, and others were used in selling 
and in general activities, the accountant 
sketched again and again. He pictured 
$78,910 of the original $150,000 dedicated 
to the corporation’s productive activities 
as having now passed completely out of the 
control of this enterprise. 
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Asset KINpDs 
Finished Goods 


| 60,000 f 


Building 
| 10 f 


Taxes 
| 100 f 


Advertising 
| 3,000 f 


Sales Salaries 
| 6,000 f 


Shipping Supplies 
| 1,500 


Postage 
| 200 f 


Administrative Salaries 
| 5,000 f 

Miscel. Office Exp. 
| 100 f 


Interest Expense 
| 3,000 f 


Asset DISPOSITIONS 
Cost of Goods Sold 


t 60,000 | 


ert et et oF 


18,910 


Glancing back, the accountant saw new 
assets coming in to take the place of cost of 
goods sold and of the used-up assets and 
services. Customers promised to pay 
$100,000 for the finished goods pictured 
above as cost of the goods that passed out 
of the business. And many customers were 
making good on their promises, for busi- 


ness men have learned that “honesty is tie 
best policy,” and ‘‘a man’s word should be 
his bond.” 

All this the accountant records with a 
few bold strokes shown below: 


AssET SOURCES 
Sales 


100 ,000 f 


Asset KInps 
Accounts Receivable 


t 100,000 | 90,000 


Cash 
t 90,000 | 


This description of the flow between ac- 
counts is finished. But the flow of events 
is not finished; it does not, and cannot, 
stop so long as the enterprise exists. How- 
ever, in order to provide tentative and pe- 
riodic reports, the accountant assumes 
that the flow of events can be momentarily 
stopped at the last moment of certain 
equal intervals of time. Such a moment is 
now at hand in our illustration. It is time 
to summarize the income and the costs and 
expenses; and time to calculate the results 
of Ned Hubbard’s managerial ability. This 
is done by opening an account for Profit 
and Loss and transferring to it all income 
and all costs and expenses. The account- 
ant, as artist, dips his pen for making the 
closing entries and sketches once more, this 
time to show a testing of managerial eff- 
ciency: 


AssET SOURCES 
Sales 
f 100,000 | 


Profit and Loss 
100,000 t 


Sale 
Exp 
Cast 
a Accc 
Lan 
Buik 
Mac 
Raw 
Tool 
Ship 
Tota 
Expenses 
test 
on 
hol 
St. 
; wit 
| 
his 
ter 
of 
t 60,000 in s 
t 18,910 
f 21,090 
Surplus 
21,090 t 


The Accountant as an Artist 


AssET DISPOSITIONS 
Cost of Goods Sold 


| 60,000 f 
Expenses 
| 18,910 f 


THE Wrinpow SHADE CORPORATION 
Statement of Profit and Loss 
For the Year 194- 


Net Profit to Stockholders....... $ 21,090.00 
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tracted prices through a business enter- 
prise; and the record is arranged in such 
manner that an income calculation can be 
made from the facts as a test of managerial 
efficiency, as a guide to dividend policy, 
and as a control device for factory, sales, 
and administrative activities. It is a pic- 
ture of the activities of one part of the 
great complex fabric of total economic ef- 
fort. 

But in the ledger, the accountant-artist 
has painted in great detail; for many pur- 
poses it is too broad, too detailed. There- 
fore, significant summary briefs (minia- 
tures) are prepared from the ledger ac- 


Tae Wrinpow SHADE CorPoRATION 
Balance Sheet 
As of December 31, 194— 


Assets 

Accounts Receivable................. 10,000.00 
Machine) a Equipment........... 7,920.00 
Shipping Supplies................... 500.00 
$171,090.00 


Ned Hubbard seems to have passed the 
test with flying colors; the profit of $21,090 
on an investment of $100,000 by the stock- 
holders is a return of 21.09 per cent. The 
St. Louis school teacher will be pleased 
with that, and Little White Cloud is 
wealthier by her 6 per cent 

Thus the accountant-artist completes 
his picture. It is not sketched in oils or wa- 


ter colors; it consists only of a few sheets’ 


of paper covered with numbers arranged 
in symbolical ways. But the picture tells a 
story. It is a record of the flow of con- 


Sources 
Bonds Payable...................... $ 50,000.00 
Capital Stock.......... $100 ,000 .00 
Surplus............... 21,090.00 $121,090.00 
Total Asset $171,090.00 


counts. The miniatures, being compact 
and simplified, are more understandable, 
and therefore are more usable for mana- 
gers, stockholders, bondholders, and the 
public. They are represented in the accom- 
panying exhibit. 

These statements are the accounting- 
pictures the public commonly sees. Their 
interpretation and appreciation in use will 
depend in a large measure upon the users’ 
knowledge of the accountant’s artistry in 
recording the flow of assets through the 
business enterprise. 
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THE ACCOUNTING EXCHANGE 


A. C. LitrLeTon 


their mind toward expected postwar 

activities in business, are thinking 
among other things about the accounting 
problems of small business' and the profes- 
sional problems of public accountants in 
the smaller communities.? 

The Smaller Practitioner. This thinking 
gives support to George O. May’s state- 
ment that “Accounting has developed 
from a service department of business to 
become a social force.’”’ It also suggests 
that public accountants are aware they 
must accept new obligations to society as 
their technology becomes a social force. 
They have clearly accepted the duty to 
get qualified people into the profession. 
The support given to university education 
in the subject and to the work of providing 
suitable technical examinations and of 
fostering effective legislation is a part of 
this activity. So too, is the stress now 
placed upon selective recruiting and the 
development of a program of personnel 
testing. 

It is also a social obligation, as well as 
sound firm policy, to aid staff people to 
attain full competence. To this end some 
firms provide special training for begin- 
ners and diversify the experience as an aid 
to their professional growth. Much more 
could be accomplished in this area if staff 
educational activities were as systemati- 
cally developed for seniors and as widely 


accountants, in turning 


1 Maurice H. Stans, “Accounting Problems of the 
Small Business,” Journal of Accountancy, September 
1943; J. A. Phillips, “Accounting Problems of the 
Small Business,’”? Wartime Accounting Conference, 
Texas Society of Certified Public Accountants, Hous- 
ton, April, 1944. 

2 Stephen Chan, “Working Papers—Their Prepara- 
tion and Use by the Smaller Practitioner,” New York 
Certified Public Accountant, October, 1945; Richard C 
Rea, “Public Accounting in Smaller Communities,” 
Journal of Accountancy, October, 1945. 


used as is staff training for beginners, 
Is there not another social obligation— 
that of helping qualified men who wish to 
establish a small independent practice? 
These small firms, located for the most 
part in the smaller business communities, 
would often prove to be missionaries for 
good accounting in business. That would 
be good for the profession as a whole. They 
would perform much needed services in 
their communities. That would be good 
for the communities individually and col- 
lectively. Does the man with a small prac- 
tice and only a few assistants get as much 
help as he deserves frorn the state and na- 
tional accounting organizations? How 
could the man who wishes to practice in 
his own name be given a helpful hand with- 
out doing violence to professional ethics? 
Questions like these were put to several 
certified public accountants practicing in 
smaller towns. Their suggestions and a 
few ideas of my own are combined to form 
the outline of the paragraphs that follow, 
Local businessmen outside the larger 
industrial cities realize only vaguely how 
a public accountant can help them. Could 
they not be informed in a suitable manner 
of the services professional accountants 
offer? Perhaps this might be done effec- 
tively through articles in trade journals. 
This would enable the authors to give a 
definite trade slant to the described serv- 
ices of accountants. Brief case histories 
(identities concealed) of the way external 
accountants had proved helpful would be 
a very useful kind of material. Reprints 
could be made available to small firms ina 
position to serve local clients in the same 
line as the trade journal. Such articles 
should make it a point to explain the prep- 
aration and testing a public accountant 
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must undertake, and outline the profes- 
sional and statutory discipline under 
which he does his work. 

Such aids as these would seem to be 
within the power and spirit of the Ameri- 
can Institute of Accountants. 

The state societies could do even more. 
Through suitable committees they could 
publish the names and addresses of quali- 
fied (registered-certified) local accountants 
available to serve a group of neighboring 
counties. They could survey their state for 
communities whose probable accounting 
needs were provided for inadequately. 

Committees could supply occasional ac- 
countant speakers before local service 
clubs, or provide speech outlines for local 
accountants to build upon; they could 
make reading recommendations on mat- 
ters likely to be of concern in local practice, 
make known the names of men or firms 
having specialized experience, and invite 
local practitioners to avail themselves of 
an opportunity to consult with these men 
regarding appropriate local problems. 

There are various barriers between pub- 
lic accountants and certified public ac- 
countants. Some of these could be re- 
moved in the public interest. There are 
distinctions between them that cannot be 
bridged merely by goodwill; and the public 
should be well informed of the statutory 
qualifications demonstrated by one and 
not by the other. Yet, as regulatory legis- 
lation spreads and both groups are licensed 
to practice, they both will come to under- 
stand that their basic interests are not an- 
tagonistic; that they very seldom are in 
actual competition; that useful needed 
services are performed by men who do not 
have certificates. It would be better for all 
parties, and for the community, if these 
practitioners became better acquainted. 

Why not grant licensed but uncertified 
public accountants guest memberships in 
the state society? Why not aid in the for- 
mation of “county chapters,” so that li- 
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censed practitioners, whether certified or 
not, would be encouraged to meet occa- 
sionally in friendship to exchange experi- 
ences? Several neighboring counties could 
be grouped for this purpose so that the 
number of people attending would not be 
too small. These “chapters” could also 
become the site of occasional joint meet- 
ings with the state society of certified pub- 
lic accountants. Men with local practices 
would learn much from those having 
broader experience, and men from the 
larger firms would find most local practi- 
tioners to be men of sound professional 
ideals and considerable competence. Per- 
haps several useful joint committees could 
be formed through which interim contact 
could be maintained. It is not impossible 
that aid and advice would encourage many 
to prepare for the CPA examination who 
otherwise would not make the effort. 

Professional men naturally have a 
strong constructive imagination. If they 
put their mind to the problem in the state 
societies more and better ideas would no 
doubt emerge than have been suggested 
here. 

Help from the Larger Firms. Can the 
large firms help to vitalize professional ac- 
counting further by lending aid and en- 
couragement to the development of local 
services? Several things could be tried; 
some of them might prove very construc- 
tive. 

If a staff man thinks he would like to 
develop an independent local practice his 
first questions will probably include these: 
Do I have the necessary qualifications? 
Where is there a promising location? How 
do I go about getting a foothold? 

Members of the firm could canvass ques- 
tions like these in advance and formulate a 
planned approach to helping the man who 
indicates that he wants a local practice. 
The qualifications, they could point out, 
probably would include ease in making 
friends with strangers, since creating a 
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good initial impression is probably more 
important in meeting one’s own prospec- 
tive clients than it is in beginning a new 
assignment already contracted by the 
firm. A willingness to perform small serv- 
ices cheerfully and well will be desirable; 
these frequently develop into more sub- 
stantial engagements. In some ways a 
young attorney has an advantage; he can 
expect to pick up numerous small fees, but 
small-fee work is not yet customary in pub- 
lic accounting. There are not very many 
full-program audits in most smaller com- 
munities. But when the businessmen there 
gain confidence in the local professional 
accountant they will furnish more small 
engagements than a staff man familiar 
with large engagements would expect. In- 
cidentally, it may be found that most local 
attorneys and bankers would prefer that 
the income tax returns their clients now 
bring them should be prepared by com- 
petent accountants. 

Where to locate is certain to be a prob- 
lem. It need not be in virgin territory that 
has no accountant servicing it, provided 
the potential need is greater than the avail- 
able service. But in any event a location 
will not be easy to choose. Experienced 
partners should be able to suggest survey 
procedures for their man to try. Volume of 
general business by localities, figures on 
industrial production, bank clearings, tax- 
able property, post office receipts, etc., 
might furnish some initial clues. As the 
field is narrowed, vacation visits to several 
possible lcoations should prove helpful. A 
study of the local telephone book would 
reveal the available public accounting 
services, and might often afford a quick 
insight into the diversity of local enter- 
prises. 

Are there any further ways in which the 
firm could help after these preliminaries 
have been settled? It would seem that 
there are. For example, the partners could 
hold open the possibility of a return to the 
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staff within a certain time limit in case the 
venture turned sour. They could under. 
write a living-expense loan to be drawn 
upon during the man’s first year alone, 
when, as, and if needed, and to be repaid 
from early fees. They could sometimes 
induce a few smaller clients to transfer 
their accounts to the new practitioner, 
they could refer requests from new local 
clients to local practitioners; they often 
might be able to use the new man asa lo- 
cal representative of the firm; they could 
encourage the local man to consult the 
firm on technical matters, program advice, 
and the like, during his early years of prac- 
tice on his own account. 

Assistance of this kind would be invalu- 
able to the new practitioner. It would 
make him a friend and booster for life; and 
it would make a real contribution in ex- 
panding the services of accounting. 

If it will help to keep America a strong 
and democratic republic to assist tenant 
farmers of demonstrated ability to become 
the owners of farms, and to assist capable 
mechanics and others of suitable experi- 
ence to start their own small businesses, 
then it would seem to be a public service 
in more ways than one for the organized 
profession to offer concrete and practical 
help to qualified individuals desiring to es- 
tablish a small accounting practice. 

Theory Can Be Useful. There is a gulf 
between theory and practice. There ought 
to be a way to bridge it, for each hasa 
function and neither one is complete with- 
out the other. Theory should not seem to 
dictate to practice; but now and then a 
writer seems to imply that practice must 
necessarily dominate theory. Those who 
indulge in theorizing realize, unless they 
are poorly prepared to theorize, that prac- 
tice to be sensible must at times be ex 
pedient and variable. Those who practice 
realize, unless they are merely routine 
minded traditionalists, that all actions 
derive from some reason or purpose, that 
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isto say, that practice rests upon theory. 

Actually there is no contest between the 
two. Theory is not practice and practice is 
not theory. Practice must be practical. 
But why expect theory to be practical? 
Theory must stick to its function and be 
theoretical. And being so—living accord- 
ing to its nature, so to speak—it will have 
its own usefulness. 

Because accounting practice must meet 
the test of producing concrete accomplish- 
ments it should operate under the influ- 
ence of a pragmatic philosophy. The best 
way is the way that works best. The sig- 
nificance of an accounting technique, there- 
fore, will lie in its ability to provide a satis- 
factory means of reaching a chosen goal. 

But pragmatism is not a good guide for 
accounting theory. Because accounting 
theory serves primarily as an aid of under- 
standing rather than accomplishment, it 
should operate under a rationalistic philos- 
ophy. An idea derives much of its strength 
from an association with relevant ideas. 
The full significance of an accounting prin- 
ciple, therefore, is not likely to be per- 
ceived unless its relevance to a body of 
integrated and cohering accounting ideas is 
clearly seen. This is true because a principle 
of theory is explanatory. A rule of prac- 
tice, however, is not explanatory but di- 
rective in nature. 

Since theory aids understanding, and 
practice needs the aid of good judgment, 
it is easy to see that theory is useful to 
practice because understanding makes for 
better judgment. 

Statistical Truth. A statistical category 
labeled “horses,” with an indicated quan- 
tity of 100, creates a definite mental pic- 
ture in the reader’s mind. However, if in- 
spection of the corral showed 90 horses and 
10 mules we would rightly doubt the statis- 
tical truth of the category as reported. 

Several possible explanations of this mis- 
leading report of a statistical fact might be 
found. Perhaps the classification category 
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was poorly named—the intention having 
been to report the number of “equine draft 
animals.”’ Perhaps the purpose of the 
classification was not clearly perceived in 
the beginning. Perhaps the intention was 
to count horses but the person reporting 
did not realize that there is a difference be- 
tween horses and mules. 

It is easy to see possibilities for statisti- 
cal untruth in this simple example. But it 
is not easy to see the same possibilities in 
traditional accounting categories. Yet sta- 
tistical untruth may also creep into these 
by way of the same kind of faults: mis- 
leading class name; inadequate definition 
or understanding of class limits; introduc- 
tion of data irrelevant to the intended 
class. 

For example, consider “cost of goods 
sold.”” The use of an inventory priced at 
market that is lower than cost will throw 
a “loss” into the “‘cost of goods sold”’ figure 
—a shrinkage that in fact is not at all asso- 
ciated statistically with the goods that 
have actually been sold by this enterprise. 
One or more of the elements of statistical 
truth are lacking in the reported figure. 
Again, depreciation expense charged to 
manufactured product, if the rate includes 
allowance for probable obsolescence of ma- 
chinery or product, will burden the cost-of- 
goods-sold category with debit dollars 
which cannot in the nature of the case have 
influenced the creation of that specific 
product. Factors outside the given enter- 
prise do suggest that better machinery is 
available; but that availability is irrele- 
vant to the manufacturing cost of product 
derived from the use of equipment already 
in the enterprise. And idle equipment can- 
not convert its creative power (measured 
by investment cost) into product it does 
not work on. 

To force product, and hence the cost of 
sales, to include a cost-loading for irrele- 
vant factors is comparable with classifying 
mules as horses. And as sergeant Smith of 
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the mulized artillery would say, “Don’t 
fool yourself, brother.” 

If expediency is the controlling factor, 
the easier road may be accepted for prac- 
tical reasons. But this does not change the 
statistical untruth of the category and its 
figures. If the amount involved is so im- 
material as not to change the cost of sales 
significantly, then price shrinkage of in- 
ventory does not deserve any considera- 
tion whatever. It might be said that the 
facts are unavailable to make possible a 
proper calculation of obsolescence separate 
from wear and tear. The same assertion 
was made long ago about advance esti- 
mates of wear and tear and about estimat- 
ing probable bad debts. In this connection 
the argument is now regarded as invalid. 
In spite of the difficulties of making ad- 
vance estimates, statistical-accounting re- 
sults are closer to the truth for their use. 
The same can be said about making sepa- 
rate estimates for recurring obsolescence. 

A good deal of accounting progress has 
been made by refining the statistical truth- 
fulness of accounts. The same road still 
stretches out ahead. 

Provide for All Losses. Some of the con- 
ventions (customs) of accounting derive 
their sustenance from the formula ‘Pro- 
vide for all losses; anticipate no gains.” 
As a dictum or as an admonition of conser- 
vatism, the phrase has a persuasive sound. 
Yet, like a familiar proverb, it seems to 
say more than it means. This particular 
dictum contains a good deal of common 
sense in relation to matters of policy; but 
it is not nearly so significant when used as 
a directive for making accounting calcula- 
tions. 

Income determination is basically a 
calculation of end results. However, it is 
not approached as engineering calcula- 
tions are, that is, through the use of for- 
mulae and standards derived from scienti- 
fic experimentation. The accounting mech- 
anism of income calculation is the income 
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statement. The result of using this device 
is a synthesis of numerous income-affecting 
factors, and not at all a single-figure out- 
come of combining several formulae. The 
income statement is more than a calcula. 
tion of a single significant figure. It is also 
a report on or disclosure of the separate 
components. (Incidentally the need for 
such a report is that comparative balance 
sheets are not a satisfactory means of de- 
termining periodic net income). Much 
more is involved in the income statement, 
therefore, than an end result. Even if the 
end figure were not affected quantitatively 
by the treatment of a certain item, an in- 
adequate display of income factors in the 
body of the income statement may create 
a misleading statistical picture. 

If, for example, the dictum of conserva- 
tism is applied mechanically as though 
substituting figures in a formula, this may 
produce the intended effect upon the net 
income figure as the end result, yet at the 
same time distort the statistical reporting 
of the separate income factors. This hap- 
pens each time that inventory is entered 
at a price of the lower of cost or market. 
The location of the show of conservatism 
in the income statement may be a material 
element in good reporting. 

In engineering, conservatism that is 
beamed toward general practice is written 
directly into the experiment-tested for- 
mulae and the technically determined 
standards as planned factors of safety. 
(Steel, which in experiments will resist 
stresses up to 72,000 pounds per square 
inch, may be figured in the formulae of 
standard practice at 18,000 pounds; snow 
may enter the calculations of roof-loading 
at 40 pounds per square foot, although no 
local snowfall had ever produced anything 
near that figure.) In business, however, 
there are few if any experimentally deter- 
mined formulae or scientifically calculated 
factors of safety. Yet conservatism can still 
be a policy even if formulae for expressing 
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conservatism are lacking. Conservatism in 
accounting calculations can always be 
given effect by using the technique of re- 
serves—debited to surplus or against reve- 
nue as circumstances dictate. It is most 
appropriate to accounting method to give 
thought to conservatism after, not before, 
the best possible objective, factual deter- 
mination has been made of the principal 
separate costs and revenues relevant to the 
given enterprise and to the particular fiscal 


It is clear, therefore, that adequate pro- 
cedure is available for taking unusual cir- 
cumstances into consideration even though 
the ultimate facts will not be known with 
complete objectivity until later. Thus prob- 
able future losses from selling inventory 
items at lowered prices do not have to be 
“loaded,” with no regard for statistical 
truth, into the current cost-of-goods-sold 
figure. Again, if obsolescence of equipment 
is sufficiently predictable to justify an in- 
crease in depreciation expense by a certain 
amount, it is sufficiently predictable to be 
used for increasing the statistical truth of 
accounting otherwise, that is, through 
treating obsolescence as a separate revenue 
charge disassociated from depreciation ex- 
pense. 

This line of reasoning, it will be noted, 
raises no objection to making suitable pro- 
visions for losses that are not yet con- 
clusively proved by objective circum- 
stances to be relevant to the particular 
enterprise or period. It aims to give expres- 
sion to the thought that any “providing” 
should be done openly, that is, without 
submerging the quantitative fact in an 
altered inventory figure, or in depreciation 
expense which is greater than that justi- 
fied by the best estimate of wear and tear 
from productive use, attack of the ele- 
ments, and physical damage. 

The Valuaiionist. Some people, such as 
a dramatic critic, make an occupation of 
criticism. The public accountant is also a 
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critic, not very dramatic, it is true, but he 
does take a critical view of what he exam- 
ines. Is there anything in the one occupa- 
tion to help us comprehend the critic’s 
function in the latter? 

A dramatic critic need not be an actor 
or a dramatist to be a good judge of drama 
and acting. But he assuredly must under- 
stand both of these in the abstract in order 
to react intelligently to either of them in 
the concrete. He relies strongly upon his 
intimate knowledge of the drama of the 
past; he has developed a sensitiveness to 
good art. Furthermore, he is greatly influ- 
enced by his appreciation of human nature 
in forming his opinion of the play as a 
vehicle. And he will set a high value upon 
impartiality and skill as a reporter. 

Therefore the dramatic critic is a judge 
of relative values; and he reaches his con- 
clusions by combining his understanding of 
drama and human nature with his sensi- 
tiveness to good and bad drama and good 
and bad portrayal of human emotions. 

Understanding and sensitiveness are 
also basic to an auditor’s critical function. 
We hesitate to apply the term “valuer” 
to an auditor, since it might seem to make 
him responsible for knowing the use value, 
or probable sales value, of such a multitude 
of things as to be beyond the powers of any 
one man. Perhaps “‘valuationist”’ is better. 
Whenever choices have to be made relative 
values will be involved; whoever deliber- 
ately chooses among relative values, 
judging some to be better, some to be 
worse than others, can be called a valua- 
tionist. 

Necessarily a valuationist must be 
something of a critic, that is, a practical 
judge of good and bad; and a wise critic 
will be careful to exercise his talent only 
within a limited field in which he has ac- 
quired specialized knowledge. Some valua- 
tionists will be critics of the truthfulness 
with which dramatist and actors portray 
human nature in action. Other valuation- 
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ists, such as auditors, are, in essence, critics 
of statistical truth. 

Because accounts are fundamentally 
statistical categories, each one should be 
so defined as to aid in the accumulation of 
statistically truthful data. Because ac- 
counting processes are used primarily to 
get the transaction events of an enterprise 
classified and reclassified into these statis- 
tical categories, the accounting system 
should be so designed and operated as to 
accomplish a proper classification and 
summarized disclosure of enterprise events 
and the effect of managerial decisions. Be- 
cause accounts and accounting processes 
are sometimes poorly designed or faultily 
operated, it is part of the auditor’s func- 
tion to act as a critic of the statistical truth 
underlying the financial statements. He is 
greatly concerned to judge whether the 
accounting system is such that the analysis 
of transactions and the making of records 
have a good chance of producing dependa- 
ble data in the financial statements; and 
one of his important responsibilities is to 
form an opinion regarding the reliability 
of the data actually produced by the use 
of the system in a given fiscal period. 

In his appraisal of an accounting sys- 
tem, the auditor is a valuationist judging 
critically the good and bad features, that 
is, the features of the system that make it 
well suited or poorly suited as a mechanism 
for producing truthful statistical classes of 
accounting facts. In his appraisal of the 
results of operating the accounting- 
statistical mechanism, the auditor is 
again a valuationist, this time judging 
critically the good and bad features (1) of 
the interpretations given to events by the 
men using the classification and reclassifi- 
cation processes of accounting, and (2) of 
the financial statements as an adequate 
and effective means of disclosing com- 
pactly yet intelligibly the financial position 
of the enterprise and the results of the pe- 
riod’s operations. 
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It is easy to be critical; one need only 
select a few pet ideas and find fault with 
all ideas that are different. But to be a dis- 
cerning critic, to develop a faculty for con- 
structive criticism, that is difficult indeed, 
Yet this is one of the qualities of a good 
auditor; and a great many practitioners 
deserve that rating. It is doubtful whether 
a faculty for constructive criticism is in- 
herent. It is more likely to be strong in 
some men, or weak in others, according to 
the amount of thoughtful study and pains- 
taking observation given to cultivating it. 
For it is study and observation that foster 
a real understanding of accounting theory 
and practice; and understanding is the 
sine qua non of a discerning critic. 

The customs, conventions, and tradi- 
tions of accounting, together with an ac- 
quired skill in their use, make up account- 
ing practice. However, practice is not 
static—once learned, forever appropriate. 
Practice is variable according to the cir- 
cumstances—not as pure expediency but 
according to a trained mind’s conceptions 
of varying suitability. An understanding of 
variability among conditions and of the 
possibilities for variations in practice are 
necessary parts of the basis for discrimi- 
nating between degrees of good and bad 
practices. 

The reasons, explanations, and pro-and- 
con arguments of accounting constitute 
accounting theory. And theory as well as 
practice is full of variations. For explana- 
tions may range from good to bad; and 
reasons may be utterly convincing or com- 
pletely irrelevant, or may show many 
intermediate gradations. An understand- 
ing of differences in quality between rea- 
sons is fully as important in an auditor as 
is an understanding of the possibility for 
varying the practice to fit the circum- 
stances. 

Since an auditor must in the nature of 
the case be a valuationist he should be 
conscious of his duty to discriminate and 
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to judge, and he should seek to learn the 
bases of good judgment and clear discrimi- 
nation since those qualities do not come 
into existence automatically even with the 
passing years of experience. In the recent 
report of a Harvard Committee, entitled 
General Education in a Free Society, there 
isa statement at page 71 that is pertinent 
to the point being made here: “‘Discrimi- 
nation among values involves choice. The 
ability to discriminate in choosing covers 
not only awareness of different kinds of 
values but of their relations, including a 
sense of relative importance and of the 
mutual dependence of means and ends.” 

The need for exercising good judgment 
is often stressed in the writings of ac- 
countants. But the elements in the con- 
cepts of good, as these relate to the act of 
judging, are seldom analyzed by them. 
And the need for an awareness of relations 
between different kinds of values and be- 
tween differing means to a chosen end is 
seldom brought to the attention of a class 
by the accounting teacher. Surely some 
attempts to teach the elements of dis- 
crimination are justifiable in college classes; 
the whole burden should not rest upon ex- 
perience alone. 

Group Education. An interesting and 
forward-looking suggestion was recently 
made by Julius E. Flink of Newark, New 
Jersey. He favors the formation of a Prac- 
ticng Accountancy Institute, similar to 
the Practicing Law Institute, for the pur- 
pose of offering continuing accounting 
education suitable to CPA’s already in 
practice. Part of his address, as quoted in 
the Certified Public Accountant for Febru- 
ary, 1946, is as follows: 

“A Practicing Accountancy Institute is 
the inevitable answer to the growing thirst 
for knowledge by accountants. The studies 
and research should be on the level of the 
practicing CPA. We should not duplicate 
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the work of professional schools. We 
should begin where they leave off; our 
studies should be professional in nature, 
and be rooted in actual practice. Courses 
should be integrated as a whole, and within 
certain subdivisions, and each course 
should be integrated within itself. The 
‘seminar’ rather than lecture method 
should find a primary place in the system 
of presentation. This will require limited 
size of study groups and demand coopera- 
tive effort, study, and contributions, under 
special leadership, by all participants. A 
by-product should be contributions of the 
group to the profession as a whole. 

“T present for your consideration the 
wisdom of ultimately establishing an in- 
stitute for practicing certified public ac- 
countants. Such an institute should be an 
autonomous body with a life, continuity, 
and experience of its own. Yet it should be 
sponsored, influenced, and _ interlocked 
with the existing professional societies. 
Like the Practising Law Institute, it 
should be separately incorporated. Its 
charter would be that of a corporation or- 
ganized for non-pecuniary profit. The na- 
ture of its sessions cannot and should not 
be predetermined in advance with dogma- 
tism and with fixed and rigid preconcep- 
tions. Their character must be shaped by 
the expressed needs of the practitioners, 
by the special abilities and talents of those 
who conduct courses, and by the general 
aims of the profession as conditioned by 
the impact of the economic changes that 
develop. We must recognize that busy 
practitioners generally lag behind the van- 
guard of the professional frontiersmen who 
break new ground and who develop new 
ideas. The courses therefore should seek to 
explore and evaluate these new develop- 
ments and cut down any undue lag caused 
by preoccupation with current tasks or by 
a natural and understandable inertia, 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


HE FOLLOWING problems were pre- 
pared by the Board of Examiners 
of the American Institute of Ac- 
countants and were presented as the 
second half of the C.P.A. examination in 
accounting practice on November 8, 1945. 
The weights assigned were: problem 1, 
25 points; problem 2, 15 points; problem 
3, 10 points. Candidates were required to 
solve all problems in four and a half 
hours. 
A suggested time schedule is given be- 
low: 


Problem 1 75 minutes 

Problem 2 60 minutes 

Problem 3 60 minutes 
No.1 


From the following information prepare 
a consolidated balance-sheet of Holding 
Co. and its wholly-owned subsidiary as at 
July 31, 1944. 

On June 30, 1944, A & Co., partnership 
(profits and losses shared equally), and 
X Corp. consummated a consolidation 
agreement pursuant to the terms of which 
Consolidated Co., newly organized and in- 
corporated with an authorized capital of 
20,000 shares of $100 par value common 
stock, acquired for its common stock is- 
sued in the amount of $950,000 to A & Co., 
and $550,000 to X Corp. certain net as- 
sets of the respective companies as fol- 
lows: 

A & Co.—-All net assets (including build- 
ings at an appraised sound value of 
$1,100,000), excluding notes payable 

X Corp.—aAll net assets excluding build- 
ings 
The balance-sheets of A & Co. and X 

Corp. at June 30, 1944, before consolida- 

tion are condensed as follows: 


Particulars 
Assets A & Co. X Corp, 

Buildings, less reserves...... 1,000,000 $ 125,000 
Machinery, less reserves... . 250,000 15,000 

25,000 125,000 
Accounts receivable........ 165,000 500,000 


$1,650,000 $1,200,000 


Liabilities 
Bond and mortgage payable. $ 600,000 
Notes payable 100,000 
300,000 $ 500,000 


Accounts payable.......... 
Capital and undivided profit 
(loss) 
350,000 
800,000 
Undivided profit (loss)... . 200,000 (100,000) 


$1,650,000 $1,200,000 


On July 1, 1944, A & Co. conveyed 1,000 
shares of common stock of Consolidated 
Co. to the note holders in full settlement 
of their claims and immediately thereafter 
distributed the remaining shares of such 
common stock to the partners in dissolu- 
tion. On the same date, after the consolida- 
tion, in order to provide Consolidated Co. 
with working capital, A (the recipient of 
his partnership share of Consolidated 
stock) contributed 10% of the stock % 
received by him, only, to Consolidated 
Co. Such contributed stock was soldby 
Consolidated Co. on July 25, 1944, for 
$105 per share. 

During July 1944, as a result of opera- 
tions, the net assets of Consolidated Co. 
increased by $25,000 represented by in 
crease in cash. For purposes of this prob- 
lem, assume other balance-sheet accounts 
did not change during July. 

On July 31, 1944, the stockholders of 
Consolidated Co. sold their interests to 
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Holding Co. A balance-sheet of Holding Co. at July 31, 1944, after acquisition of 
100% of the issued and outstanding stock of Consolidated Co. is as follows: 


HOLDING CO. 
Balance-Sheet—July 31, 1944 


Assets 
Investment in Consolidated............ $1,600,000 
600 ,000 
$2,350,000 
No.2 


From the information following, pre- 
pare a statement of cost of goods sold. 
For purposes of this statement, inven- 
tories are to be stated at cost as follows: 
materials, according to the first-in, first- 
out method of accounting; direct labor, 
at an average rate determined by corre- 
lating total direct labor cost with effective 
production during the period; and manu- 
facturing overhead, at an applied rate of 
120% of the direct labor rate. 

The records of Rowe Corporation for the 
six months ended June 30, 1944, show 
the following facts: raw materials inven- 
tory, January 1, 1944, $3,600; purchases, 
$26,615; direct labor, $30,000; manufac- 
turing overhead applied (120% of direct 
labor), $36,000: under-applied manufac- 
turing overhead $300; finished goods in- 
ventory, January 1, 1944, $6,200; selling 
expense, $30,300; administrative and gen- 
eral expenses, $43,200. 

A review of the records discloses the 
following additional information bearing 
on the above facts: 


1. Purchases consist of the following: 


Units Unit Amount 
Price 
"FEE ee 1,100 $4.85 $ 5,335 
900 5.00 4, 
500 4.90 2.45 
700 5.00 3,500 
1,200 5.20 6,240 
$26,615 


2. Purchases during January, as above, do not re- 
por a supplier’s reduction memo in the amount of 

3. Data with respect to quantities are submitted as 
follows: 


$2,000,000 
Earned 350, 
$2,350,000 
nits 
1/1/44 6/30/44 
Raw materials............. 700. # 
Work in process (80% com- 
Finished goods............ 300 800 
Sales, 4,100 units 


# Raw materials are issued at outset of the 
manufacturing process and during the six-month 
period it may be assumed that no returns, om 
or waste occurred. Each unit of finished 
contains one unit of raw material. 

4. A 5% increase in all direct labor payrolls, retro- 
— to January 1, 1944, was approved — 

Wage Stabilization Board on July 15, 1944. Pend- 
ing such approval, the as. wage increase had not 
been accrued in the books although an equivalent 
amount of cash had been set aside in escrow for 
the employees by the company. 


No. 3 

Prepare a work sheet for Mr. John 
Jeff, taxpayer, to show his 1944 taxable net 
income for purposes of reporting such in- 
come on Form 1040. 

Mr. John Jeff informs you that for 
purposes of his declaration of estimated tax 
for 1944 he estimated his federal income- 
tax net income for 1944, as follows: 


Income— 
—President of Jeff Co.Inc......... $18,000 
Divi a Inc.: $.25 per share of 


Net ot profit. from individually owned manu- 
facturing 6,500 
Totalestimated $29,500 

Deductions— 

Contributions, medical expenses and other 
4,000 
Total estimated deductions............ $ 6,595 

Estimated Federal income tax net income for 
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Information obtained from the 1944 
records maintained by Mr. John Jeff 
follows: 


Jeff received the salary estimated for 1944 and 


personal needs; and (3) credit for $150 proceeds 
from the sale of old furniture on June 30, 1944, 
having no book value. Such furniture was pur- 
chased on 1/1/38 for cash, $800, and had been 
depreciated 10% annually for tax purposes, but 
written off on books at time of purchase. 


also, on December 23, 1944, a $1,500 bonus 6. Jeff held a worthless note for $2,000 received in 
which he actually deposited in his bank account 1939 for a loan outside his regular business. 
on January 3, 1945, after his return from a Insolvency of the estate of the debtor to whom 
Christmas business trip. he had made the advance indicated that the 
2. In connection with company business, Jeff in- note was totally worthless. 
curred expenses of $275 not reimbursed by the 7. Contributions and donations— 
company. American Red Cross............... $1,000 
3. Dividends were received as follows: 000 
Issuing Company Kind Amount Community Citest... 500 
Mining Mineral Co.... Cash (a) $ 2,250 Wedding gift todaughter.......... 2,500 
Common (b) 20,000 Hospitalized sister-in-law (not a de- 
Jeff Co. Inc.......... Cash 5,000 1,200 
Dominion Rayons, 
tion of $375 Cana- — 
dian withholding 
tax) Cash 125 8. Interest— 
Interest on brokerage account bal- 
(a) Includes $1,500 reported by the issuing $ 655 
company as paid out of capital. Interest on mortgage on Jeff’s resi- 
(b) Represents fair market value of common 750 
stock received as a dividend on identical 8 
common stock owned by Jeff. tive $1 5 


4. Sales of securities during 1944 reflect the follow- 
ing results: 
(a) Loss of $3,750 on securities held not more 9. Taxes— 
than 6 months. 
(b) Share of net short-term capital gain of part- 


nership in process of liquidation, $5,250. 
(c) Reference to 1943 income-tax return indi- a lhl 975 
$1,200 and taxable net income of $15,527. Total $4,075 
5. Net profit per books from individualy owned 
business is summarized as follows: $2: sow 
ross profit on sales................ 
Administration and general expenses 37,000 10. Medical expenses for 1944............ $ 650 


11. Custodian fees paid for maintaining 
non-taxable securities............. 125 

12. Periodic alimony payments to S.S. Jeff ~ 
(former wife) under decree dated 

Note: Administration expenses include (1) November 11, 1944................ 450 

$4,500 drawn by Jeff; (2) $400 repair charges on 13. Refund of 1940 federal income tax re- 

an auto used 75% for business and 25% for ceived 


$ 5,500 


Solution to Problem 1 


Computation of Profit to A & Co., on 
Sale to Consolidated Co. 


Net assets of A & Co.—per books.................00000cceee $ 650,000.00 

$ 750,000.00 
Add liabilities assumed by partners....................0.005 100,000.00 
Net assets transferred to Consolidated Co.................... $ 850,000.00 
Stock received from Consolidated Co.—par value............. 950,000.00 


Federal excise taxes (non-business).. $ 135 
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A & Co. 
Partners’ Capital Accounts 


A B Total 
Profit on transfer to Consolidated Co..................0eeees 50,000.00 50,000.00 100,000.00 
. $ 550,000.00 $ 300,000.00 $850,000.00 
Consolidated Co. stock 550,000.00 300,000.00 850,000.00 
Consolidated Co. 
Balance Sheet 
July 1, 1944 
Assets 

$1,845 ,000.00 

Liabilities 
Capital stock authorized 20,000 shares, par value $100.00 per 

$1,845 ,000.00 


Computation of Book Value of Consolidated Co. 
at July 31, 1944 


Book: value of Consolidated Co.—July 31, 1944... $1, 527,750.00 
Holding Company and Subsidiary 
Consolidated Balance Sheet 
July 31, 1944 
Assets 
$3 750,000.00 
Liabilities 


$3,750,000.00 
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Solution to Problem 2 


Units of finished goods produced: 
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3,800 
Units of material: 
6,000 
Issued to production: 
Cost of material used: 
6,000 units 
Units of labor and overhead: 
Work in process inventory: 
Material: 
Finished goods inventory: 
Material: 
Rowe Corporation 
Statement of Cost of Goods Sold 
For the Six Months Ended June 30, 1944 


A 
NOT! 
In 
mater 
estims 
in exci 
Sol: 
$ 3,600.00 
26,165.00 Divi 
$29, 765.00 Mi 
4,680.00 Jef 
Do 
$25 ,085.00 Capi 
Sh 
Pa 
Ba 
Inco1 
Con 
Re 
$ 2,580.00 W 
Cc 
2,520.00 
3,024.00 Inter 
B 
$ 8,124.00 M 
Taxe 
S 
Re 
$ 4,070.00 
Med 
5,040.00 Alim 
6,048.00 
$15,158.00 Tax: 
$94,385.00 
8,124.00 
86, 261.00 
6,200.00 
$92,461.00 
15,158.00 
$77,303.00 
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Deduct: 
Over absorbed overhead: 
NOTE: 


Inventories of finished goods and work in process on hand June 30, 1944 have been priced at actual cost of 
material on a first-in, first-out, basis and labor at an average cost. Manufacturing overhead has been lied on an 
estimated rate of direct labor (120%) which results in work in process and finished goods inventori ing stated 
inexcess of actual costs by amounts of $120.00 and $240.00 respectively. 


Solution to Problem 3 


John Jeff 
Computation of Taxable Net Income for 19-44 


Dividends 

Capital gains and losses: 

Loss Gain 

$5,250.00 

Contributions: 

Interest: 

Taxes: 

$ 7,320.00 $37,530.00 


$37,530.00 $37,530.00 


NOTES 
(1) It is assumed that the stock dividend received from the Jeff Co. is a nontaxable dividend. 
(2) It is assumed that the interest on the brokerage account balance was not incurred to carry tax-free securities. 
(3) It is assumed that the basis of Mining Mineral Co. stock was in excess of $1,500.00. 
(4) The Canadian tax of $375.00 withheld at source should be claimed as a credit against tax. 
(S) It is assumed that no depreciation or operating expenses (except repairs) deductions have been claimed in 
excess of 75% of the total of these items. 
(6) Nointerest is reported on the 1940 tax refund. 
(7) There is a $700.00 capital loss carry-over to 1945. 


Deductions Income 
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(8) Income from business is calculated as follows: 


Less: 


$ 5,500.00 
00.00 
$10, 100.00 
Co 
. .... 
40.00 
$ 320.00 | 
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BOOK REVIEWS 


HERBERT E. MILLER 


Contemporary Accounting. (New York: 
American Institute of Accountants, 
1945. $10.00.) 


Introduction 


Coniemporary Accounting is a sym- 
posium of the “‘views and opinions’ of 
thirty-eight authors selected from the ac- 
counting profession. As stated in its intro- 
duction, the primary purpose of Con- 
temporary Accounting is to meet a profes- 
sional obligation to public accountants 
who have participated actively in the war, 
to help them reestablish themselves in the 
profession. Without question this objec- 
tive is worthwhile, and the finished publi- 
cation represents a substantial and com- 
mendable achievement. 

As editor, Thomas W. Leland has 
written that Contemporary Accounting 
“will serve a useful purpose if it becomes 
the focal point for public discussion and 
exchange of views on fundamental prin- 
ciples and procedures of accounting.” To 
some extent, perhaps it would be appro- 
priate to describe the five reviews pre- 
sented below as ‘discussions’? or ‘‘ex- 
changes of views” stimulated by Con- 
temporary Accounting. Each review is con- 
fined to one of the five major sections into 
which the work is divided: Accounting 
Principles, Auditing Procedure, Account- 
ing Systems and Other Subjects, Federal 
Taxation, and Government Relations with 
Business. There are several chapters within 
each section, each chapter being written 
by a specialist. This permits both the in- 
clusion and competent treatment of a vast 
number of topics within the framework of 
a single book. As a result, the book ac- 
quires the characteristics, at least to some 
extent, of an encyclopedia. In some of the 
major sections, the subject matter is so 


broad and varied that no single person 
could be expected to undertake a review 
unless in fairness it was openly conceded 
that “uniform” appraisals should be 
neither attempted nor required of each 
topic or sub-topic. Within each review, 
then, it is only reasonable to expect that 
the several chapters or topics may be ac- 
corded varying emphasis depending upon 
the reviewer’s background and interests. 
HERBERT E. MILLER 
University of Minnesota 


Accounting Principles 
Chapter 
1. Progress in Development of Basic 
Concepts—Thomas H. Sanders 
. Balance Sheet—William A. Paton 


3. Income Statement—Robert W. Willi- 
ams 


4. Surplus—Eric L. Kohler 

5. Consolidated Statements—Percival F. 
Brundage 

6. Investments and Funds—Hiram T. 
_Scovill 

7. Tangible Fixed Assets—William D. 
Cranstoun 


8. Intangible Assets—Walter A. Staub 
9. Long Term Liabilities and Capital 
Stock—George O. May 
10. Special Items Arising Out of the War 
—George D. Bailey 


General Comments 


The section serves two purposes: to pro- 
vide a review of accounting fundamentals 
and to bring veterans and others up-to- 
date on recent developments in accounting 
thought and practice. The second purpose 
is carried out in each section and the reader 
will have a good inventory of recent writ- 
ings and rulings of government agencies. 
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Many chapters lean heavily on the re- 
search bulletins of the Institute and deci- 
sions and releases of the S.E.C. In some 
cases this seems to have been done at the 
sacrifice of other sources of new materials. 

The copious footnotes and references 
found in the section make an excellent 
bibliography of readings in recent devel- 
opments in accounting. This feature 
should do excellent service for veterans or 
busy accountants who wish to bring them- 
selves up-to-date on accounting thought. 
The chapters give a good outline for an 
extensive reading program for such ac- 
countants. They would also serve well as 
an outline of readings for a university class 
in advanced accounting. Considering the 
fact that this section is a compilation of 
contributions of ten different authors it is 
surprisingly well organized and coordi- 
nated. 


Progress in Development of Basic Concepts 
—Thomas H. Sanders 


In the first chapter Mr. Sanders gives a 
good summary of recent thought and writ- 
ing on fundamental concepts of accounting 
and on accounting principles. He prefers 
to think of accounting as an art striving 
for certain objectives and believes that the 
term “principles” can here be used only 
in the sense of a “general law or rule 
adopted or professed as a guide to action.” 
Departures from an established rule are 
therefore justified when the objectives to 
be attained justify such departure. Since 
Mr. Sanders is a joint author of a state- 
ment of accounting principles, he must ac- 
cept the fact that there are principles in 
accounting. 

The business entity concept is first 
treated and the question is raised whether 
this refers to the original entity, the 
present, or the consolidated system. His 
conclusion is that the present corporate 
entity is the basis. 
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In his discussion of the going concern he 
justifies in terms of this concept the setting 
up of reserves for deferred maintenance by 
charges to income where there is objective 
evidence of such deferral. He also con- 
cludes that valuation of inventory at cost 
or market, whichever is lower is in line 
with this concept. 

In his discussion of capital and earned 
surplus he fails to clarify his concept of 
capital surplus and seems to include re- 
valuation surplus, of which most account- 
ants would probably not approve. He 
quotes with approval the Institute’s con- 
clusion that the term surplus should be 
abolished. The reviewer feels that this is 
no cure; the same difficulties would sur- 
round any term substituted for it in time. 
The correction must come from clarifica- 
tion and codifying of accounting use of the 
surplus account and not from changing its 
name. 

Sanders correctly points out that the 
difficulty of distinguishing the two types 
of surplus arises largely from charges 
against surplus or capitalizing of surplus 
rather than from its origin. He criticizes 
the rule of the Federal Power Commission 
(and of the S.E.C.) that losses are to be 
charge first to earned surplus, and feels 
that a write-off of original property pur- 
chased should be against capital and not 
earned surplus. Premium on stock retired 
should be charged first against paid-in 
surplus, a viewpoint with which the re- 
viewer agrees, certainly to the extent of 
original premium received on such stock. 

In his discussion of costs and value and 
matching of costs and revenues, he sum- 
marizes the conclusions of Paton and Lit- 
tleton. He criticizes the recent require- 
ments of the Federal Power Commission 
and other commissions that cost shall be 
cost to the original company. Mr. May, in 
a later chapter, takes the same viewpoint. 
It seems to the reviewer that if write-ups 
and intangibles are ever to disappear from 
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the accounts, the commission is forced to 
require their segregation at this time. UI- 
timate disposition of the plant adjust- 
ments accounts has not yet been decided, 
however, but the separation has at least 
been made. (See article on this topic by 
E. L. Kohler in January, 1946, Account- 
wc REVIEW.) 

The chapter is particularly well suited 
to the needs of the veteran or accountant 
who has not been able to keep abreast of 
recent trends in the fundamentals of ac- 
counting. It has copious references to re- 
cent writings and draws to a,considerable 
extent on Paton and Littleton’s mono- 
graph An Introduction to Corporate Ac- 
counting Standards. Mr. Sanders’ chapter 
isstrongly recommended to those who wish 
an index to recent thought in this field. 


Balance Sheet—William A. Paton 


Mr. Paton, in the second chapter of the 
section, criticizes the definitions of an 
asset, liability, and balance sheet found in 
the Institute Bulletin #9, as “unduly re- 
lated to the formal process of bookkeeping 
and lacking in substance” and prefers 
definitions based on more fundamental 
concepts. He includes prepaid expenses in 
current assets and concludes that any asset 
which is reasonably a part of working capi- 
tal is to be considered current. The real 
test of the distinction between current and 
fixed assets is the use to be made of each. 

The allocation of a ‘“‘basket” purchase 
of assets to proper accounts should be ac- 
cording to estimated values of component 
elements of the purchase. He criticizes the 
Federal Power Commission’s use of ‘‘ab- 
original cost”? as contrary to established 
accounting practices and also its elimina- 
tion of excesses paid for properties of affil- 
lated companies. It would seem to the 
reviewer that if any curb is to be set on 
write-ups and artificial “cost” figures, 
these are necessary steps. “Assuming a 
transfer on a fair commercial basis” is just 
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what cannot be assumed under the circum- 
stances. 

New balance sheet forms giving accent 
to working capital position are illustrated 
and given some approval as more informa- 
tive than conventional forms. He rejects 
the caption “deferred charges’ and would 
classify such items under more appropriate 
asset classifications, since they are true 
assets. 

The necessity for properly classifying 
reserves on the balance sheet is pointed 
out and the separate section for reserves 
is to be considered objectionable. The au- 
thor does point out that war and similar 
reserves at present defy proper classifica- 
tion and may have to be stated separately. 
Mr. Paton’s solution of the problems of 
treasury stock acquired and reissued is to 
treat the purchase as in effect a retirement — 
and the reissue the same as an original 
issue. The premium on acquisition is to be 
charged to original premium to the extent 
paid in on the stock, and any excess to 
earned surplus. 


Income Statement—Robert W. Williams 


Mr. Williams, in the chapter on the in- 
come statement, deprecates the publishing 
of statements with no figures for cost of 
sales and operating expenses, but feels the 
practice is becoming less prevalent. He 
recommends that extraordinary incomes 
and expenses be cleared through the in- 
come account, but takes no strong stand 
on the question and does not note the dis- 
tinct trend in this direction in corporate 
statements of recent years. He contrasts 
the historical with the earning-power con- 
cepts of the income statement and seems 
to feel that extraordinary items on the 
statement limit its use as a measure of 
earning-power. In contrast in the next 
chapter Mr. Kohler takes the viewpoint 
that no single statement cam serve as a 
measure of earning-power and that no 
measure of earnings over a period of years 
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is valid unless the unusual items are con- 
sidered. The single-step income statement 
is illustrated as representing a recent trend 
in corporate reporting for stockholders, but 
the author believes the multiple balance 
form conveys more information for most 
readers. 


Surplus—Eric L. Kohler 


In the chapter on surplus Mr. Kohler 
recommends that the legal concept of paid- 
in surplus be abolished from the statutes 
and that the whole proceeds of a stock 
issue be considered paid-in capital and be 
restricted as to dividends, a viewpoint 
with which Mr. May agrees in chapter ten. 

A good deal of the chapter is devoted to 
the items not to be charged or credited to 
surplus but to be cleared through the in- 
come account. Mr. Kohler considers this 
the only satisfactory treatment, and be- 
lieves extraordinary items occur with such 
frequency that no statement of income 
over a period of years is complete without 
including them in income determination. 
He feels that the stand in Institute Bulle- 
tin #8 in favor of this treatment has been 
hedged about with so many exceptions in 
later bulletins that it has been largely 
negatived except for inconsequential items 
which accountants have always carried 
through the income account. He does not 
favor the combined income and surplus 
statement. 

A very complete discussion of acquisi- 
tion and reissuing of treasury stock is 
given and the author reaches the same 
solution as Mr. Paton. He is of the 
opinion that surplus reserves serve no good 
purpose and that earned surplus should 
appear as one item with the restricted 
amount shown in an attached note. He 
does not agree that the difficulties with the 
term surplus will disappear if the name is 
changed to undivided profits or some other 
label, since the uncertainty has arisen be- 
cause the profession has not clarified its 
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use of the accounts and no other designa. 
tion will improve the situation unt 
charges and credits to surplus are given 
uniform treatment. Any new term would 
soon acquire the same disrepute. 


Consolidated Statemenis—Percival fF. 
Brundage 


After a brief history of the development 
and tax status of consolidated statements, 
Mr. Brundage gives reasons why they may 
be illuminating and discusses the question 
of conditions under which they should be 
prepared. He leans toward the opinion 
that unless the ownership is at least 90%, 
such statements should not be used. This 
seems somewhat at variance with some 
recent writers whose viewpoint is that con- 
solidated statements are in order when- 
ever a group of companies is under com- 
mon control and operating as a single 
system. 

After raising the question whether inter- 
company profits on inventory need be 
eliminated where the sales are at recog: 
nized market prices, he analyzes the han- 
dling of undistributed profits of subsidi- 
aries on the holding company books, and 
draws the conclusion they should appear 
only on the consolidated statements. He 
believes that the trend of accounting 
thought and practice is in that direction. 
Losses, however, which reduce the sub 
sidiary’s surplus at acquisition should be 
deducted from the investment. 

The treatment of the statements of for- 
eign subsidiaries, particularly in wartime, 
would: preferably be not to consolidate. 
The chapter concludes with some state 
ments illustrating consolidation and other 
methods of showing the assets behind the 
investment account. Few other recent de 
velopments are cited. 


Investments and Funds—Hiram T. Scovill 


Mr. Scovill discusses new developments 
in the handling of investments and cites 
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number of interesting new cases. The 
cearing of losses on sales of securities 
through earned surplus is insisted upon 
and the case of the Alleghany Co. is cited 
asan example of inconsistent treatment of 
such losses. Bonds received for post-war 
excess profits tax refunds and treasury tax 
notes are considered. The opinion of the 
Institute Committee on Accounting Pro- 
cedure that the latter may be deducted 
from the tax liability is summarized. 

Stock dividends and their effect on the 
investment account are considered and the 
author quotes with approval the conclusion 
of W. L. Ashbaugh that dividends on pre- 
ferred in any form are income, but stock 
dividends on common, no matter in what 
form of stock, are not income to the re- 
cipient. 

Tangible Fixed Assets—William D. Cran- 
stoun 


After declaring that fixed assets are to 
be carried at amortized cost, Mr. Cran- 
stoun takes the viewpoint, in chapter 
seven, that under certain circumstances, 
such as issues of bonds against under- 
valued property, a write-up may be in 
order. Also in a period of inflation he be- 
lieves it might be desirable to revalue 
assets on the basis of the lower value of 
the dollar, since our measuring stick, the 
dollar, would then have changed. His 
stand on the question of revaluations is 
somewhat indefinite. 

In discussing the replacement method of 
depreciation, the author should have 
pointed out that the Federal Power Com- 
mission and various state commissions 
have changed public utilities from a re- 
placement or retirement system to ac- 
crued depreciation methods similar to 
those used by industrials. In his discussion 
of accelerated depreciation he quotes from 
Saliers possible rates of acceleration with 
the conclusion that some such rates are 
applicable to war conditions and are legi- 
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timate devices to record excessive wear. 

In considering the amortization of war 
facilities he points out that facilities which 
will be usable for peacetime purposes 
should be charged against peacetime op- 
erations, and leans toward a differentiation 
of such amortization for income tax pur- 
poses and for operating purposes. This 
would result, in his opinion, in less dis- 
tortion of the income statement. 


Intangible Assets—Walter A. Staub 

In his anaiysis of intangible assets in 
chapter eight, Mr. Staub follows the In- 
stitute Committee in dividing intangibles 
into Type A—those of limited life, and 
Type B—those of unlimited life. In classi- 
fying the excess arising from consolidation 
as Type B he does not mention the possi- 
bility that part of this excess may be tan- 
gible. 

The payment for intangibles with stock 
raises the question of the value of the 
stock given, and the author points out 
correctly that par is no test of value. He 
does not, however, indicate how the 
proper value for stock would be arrived 
at. The capitalizing of expenses of develop- 
ment and research which result in real 
values is approved, but the suggestion is 
made that where regular research depart- 
ments are continuously working on new de- 
velopments such costs may better be 
treated as operating costs since they are 
necessary to keep abreast of competition. 

The amortization of Type A intangi- 
bles is recommended, but he finds no case 
for amoritizing intangibles which are being 
maintained by current expenditures. He 
does not consider the writing-down of 
goodwill which seems to be deteriorating. 
The limited year purchase plan for good- 
will which he recommends is an admission 
of the fact that purchased goodwill usually 
tends to disappear, as economists have al- 
ways insisted. He does, however, defend 
the long established custom of writing 
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down intangibles which have no limited 
existence by charges to income. 


Long Term Liabilities and Capital Stock— 
George O. May 


In his discussion of bond discount in 
chapter nine, Mr. May seems to adhere to 
the view that bond discount is an asset 
and justifies this viewpoint by Research 
Bulletin #9, which defines an asset as 
“anything represented by a debit balance 
(other than a deficit) that is or would be 
carried forward upon a closing of the 
books . . . according to the rules and prin- 
ciples of accounting.” This abstruse “defi- 
nition,” or one still more vague, is needed 
to classify discount in this way. Mr. May 
also imputes to the executive committee 
of the American Accounting Association 
the viewpoint that no account should be 
kept with bond discount. The quotation he 
cites from its Principles directly contra- 
dicts this assertion. The handling of dis- 
count on the debit side of the balance sheet 
is finally approved as a “common practice 
long established” which it would be in- 
convenient to change. 

The effective interest method of amor- 
tization is rejected in favor of straightline, 
since this is simpler and just as effective, 
in the author’s opinion. He is opposed to 
writing off the discount in its entirety to 
surplus. The “loss” on retiring bonds he 
would write off to surplus at once and ob- 
jects to carrying it forward as a deferred 
charge. The comparison he draws with a 
cancelled lease is rather compelling. A 
“profit” on retirement would similarly be 
credited to surplus. Clearing through the 
income account might lead to misconcep- 
tion, in his opinion. 

The long held accounting viewpoint 
that amounts paid for stock in excess of 
par or stated value should be considered 
capital and not called surplus is reiterated; 
a stand with which most accountants 
would heartily agree. Distributions of 
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paid-in surplus should be carefully limited 
and authorized by stockholders. The au- 
thor might have added “‘and have the con- 
sent of the bondholders,” since they are 
adversely affected. His analysis of stock 
dividends is limited largely to a discussion 
of the amount to be transferred from 
earned surplus, and Research Bulletin #11 
is quoted for proper treatment. 


Special Items Arising Out of the War— 
George D. Bailey 


In the last chapter of the section, Mr. 
Bailey develops the problems of war re- 
serves, cost-plus-fixed-fee contracts, re- 
negotiation, termination claims, and 
frozen inventories in outline, since several 
of these topics are treated in detail in some 
later chapters. The uncertainty surround- 
ing balance sheet treatment of war re- 
serves, the sources of such reserves, and the 
types of charges to be made against them 
are pointed out, and some illustrations are 
given from corporate statements. He con- 
cludes that there is little certainty of how 
they will be used or how to treat them at 
present. 

A brief summary is given of the prob- 
lems arising out of war contracts. Inven- 
tories which were unsalable because of war 
restrictions are still carried as current 
assets by most corporations, though fre- 
quently reserves for obsolescence have 
been set up against them. This seems to 
him acceptable treatment. The balance of 
the chapter consists of excerpts from In- 
stitute bulletins concerning contract prob- 
lems and war reserves. 

The reviewer feels after an examination 
of this section that the profession is evi- 
dencing a rather refreshing willingness to 
reexamine its fundamental concepts, pril- 
ciples, and procedures. It is taking inven- 
tory of its methods and indicates a willing- 
ness to accept some necessary changes. It 
is assuming the responsibility of a rather 
complete survey of its own methods and 
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js not content to wait for government 
agencies and the courts to establish rules 
for its work. In recent years it has en- 
deavored to see that government agencies 
and Congress shall have the benefit of the 
enlightened opinion of those on the firing- 
line who give effect to these decisions. It 
has also anticipated controversial issues 
before others have ruled on them. 

If this attitude of the professional ac- 
countant continues there is a good prob- 
ability that there will be less conflict with 
the agencies of the government, such as 
the S.E.C., the Bureau of Internal Rev- 
enue, the Federal Power Commission, and 
the various war agencies. This will mean 
that both sides will modify their opinions 
and perhaps achieve a more satisfactory 
solution of some of the difficult problems 
of accounting and of financial reporting. 

E. A. HEILMAN 

University of Minnesota 


Auditing Procedure 

Chapter 

11. Trends in Auditing and Reporting— 
Samuel J. Broad 

12. New Auditing Techniques—Maurice 
E. Peloubet 

13. Audit Programs and Working Papers 
—Maurice E. Peloubet 

14. Receivables— Maurice H. Stans 

15. Inventories—C. Oliver Wellington 


General Comments 


The content of the five papers in this 
section has been broadly but aptly sum- 
marized by Mr. Broad in the opening 
paragraph of Chapter 11 as follows: ‘For 
some years past, the accounting profession 
has been working in an organized way to- 
ward a clarification of its professional re- 
sponsibilities. Through the activities of its 
various committees, the American Insti- 
tute of Accountants has taken the lead in 
efforts to define more precisely what are 
generally accepted accounting principles 
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and to obtain agreement on debatable ac- 
counting questions; to clarify the duties 
and responsibilities of the independent 
auditor, and the principles which control 
the scope of his examination and the con- 
tent of his report and opinion; and to set 
standards of professional conduct.” 

The subject matter of the various papers 
overlaps to a considerable extent, particu- 
larly in the treatment of such vital matters 
as internal control and the extensions of 
auditing procedure. It would have been 
impossible to present each paper as a unit 
without some overlapping because of the 
detailed treatment accorded receivables 
and inventories, which also form an in- 
tegral part in any discussion of trends, 
techniques, and audit programs. 

The papers in this section are of par- 
ticular value to those who have been out 
of touch with the evolutionary changes in 
auditing, as reflected in the published lit- 
erature and correspondence of the period 
beginning in 1939. The summary and ap- 
praisal of these changes should permit one 
to understand and to evaluate the progress 
that has been made. 


Trends in Auditing and Reporting—Samuel 
J. Broad 


Mr. Broad’s paper is outstanding. With 
clarity and thoroughness he traces signifi- 
cant trends, quoting liberally from publi- 
cations and reports of the American Insti- 
tute of Accountants and of the Securities 
and Exchange Commission. Some of these 
trends are summarized below. It is, how- 
ever, impossible to do justice to Mr. 
Broad’s careful, detailed, and documented 
presentation in this summary. 

Extensions of Auditing Procedure pub- 
lished in October 1939, brought about a 
gradual change in emphasis in auditing 
procedures and placed increased emphasis 
on a review of the effectiveness of internal 
control. There is also a tendency to per- 
form more of the work during the year and 
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the extent to which this can be done de- 
pends largely upon the adequacy of the 
system of internal control. New problems 
have arisen, some as a result of legislation, 
such as wage and salary stabilization. 

Emphasis on the question of independ- 
ence of public accountants has increased 
principally as a result of the passage of the 
Securities Exchange Act of 1934. 

The term “auditing standards” as dis- 
tinguished from ‘auditing procedures’’ is 
a comparatively recent one in accounting 
literature. Mr. Broad quotes from his 
article “Auditing Standards” in the No- 
vember, 1944, issue of The Journal of 
Accountancy in which he specifies in a pre- 
liminary way twenty-six standards which 
he believes have been sufficiently estab- 
lished to have attained that rank. 

The form of the accountant’s report or 
certificate is thoroughly discussed. In Ex- 
tensions of Auditing Procedure certain 
changes were recommended in the form 
used prior to 1939. In February, 1941, the 
Securities and Exchange Commission 
amended Rule 2-02 relative to require- 
ments for accountants’ certificates filed 
with the Commission. The committee on 
auditing procedure has recommended, and 
has approved, additional changes designed 
to clarify the certificate and to direct at- 
tention to the importance of stating quali- 
fications or exceptions in accountants’ re- 
ports. 


New Auditing Techniques—Maurice E. 
Peloubet 


Audit Programs and Working Papers— 
Maurice E. Peloubet 


Auditing procedures have been strength- 
ened by the adoption of the original and 
succeeding “Statements on Auditing Pro- 
cedure.” Demands for the maintenance of 
standards and the lack of manpower have 
forced accountants to do much work dur- 
ing the year. Leniency of government 


agencies in extending time for the filing of 
reports has been a further help in making 
it possible to spread the work over the 
year. 

The growing tendency to specialize has 
influenced staff assignments, even in com- 
paratively small offices. The increasing 
complexity of business, particularly the 
complexities introduced by government 
regulations and requirements, makes it 
necessary to study the special qualifica- 
tions of staff members with greater care 
than formerly. 

Internal auditing has grown in impor- 
tance, and from the point of view of the 
public accountant this is significant, for 
the audit of large organizations is made 
possibly largely because of the work of the 
internal auditor and the reliance which 
tests show may be placed on such work. It 
also makes possible the performance of 
much interim work. 

Under the heading “Clients Represen- 
tations,” Mr. Peloubet discusses the audi- 
tor’s position as to client representations 
and specific representations relating to in- 
ventories, liabilities and property. 

Every student of auditing is familiar 
with the old discussion of ‘‘canned”’ vs. 
“tailor-made” awwdit programs. After re- 
viewing the history of this question, Mr. 
Peloubet concludes that ‘‘we are now ina 
period of when the necessity for minimum 
standards, control of staff operations, and 
the necessity of meeting a variety of for- 
mal demands requires the use of formal 
audit programs.’ Also, “Constant efforts 
are being made to encourage initiative 
and the exercise of independent judgment 
on the part of all members of the staff.” 

It is interesting to note the increased 
emphasis being placed on the inclusion of 
a statement of application of funds in an 
audit report. Mr. Peloubet hopes that this 
form of statement will be more frequently 
demanded by bankers, credit men, and 
other credit grantors. 
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The section on working papers treats 
such matters as indexing and filing, cor- 
respondence, report files, indexing meth- 
ods, permanent file papers, and final filing. 
A valuable feature of this section is an 
extended “Example of Questionnaire For 
Evaluation of Internal Control.” There is 
also a detailed ‘Illustrative Summary of 
Audit Work and Internal Check” for a 
corporation with a number of subsidiaries, 
together with illustrative working papers 
applicable in this type of engagement. 


Inventories—C. Oliver Wellington 


Every present-day discussion of inven- 
tories, as well as of accounts receivable, 
must, of necessity, be written in the light 
of Extensions of Audit Procedure and the 
following “Statements on Auditing Pro- 
cedure,’’ and with the murky shadow of 
the McKesson & Robbins case in the back- 
ground. 

Mr. Wellington’s discussion in this 
paper “‘is directed to auditing procedure in 
connection with inventories in a period 
when normal business operations have been 
resumed.’’ The underlining of the word, 
normal, indicates that the reviewer is puz- 
zled as to just what normal is going to 
mean in the post-war world. It is not 
meant to detract from the excellent and 
detailed discussion of the subject of in- 
ventories by Mr. Wellington. 

It would be extremely difficult to sum- 
marize this highly detailed paper, and it is 
therefore probably sufficient to state that 
it treats thoroughly of the subject under 
the following headings: 

Planning in Advance of Inventory 

Taking 
Checking Inventory Quantities and 
Condition 

Control of Records of Quantities 

Verification of Prices 

Other Work on Inventory. 

Reference to Inventory in Auditor’s 

Report 
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Receivables—Maurice H. Stans 


Mr. Stans covers adequately the devel- 
opment of the extensions of auditing pro- 
cedures relating to receivables since early 
1939. The terms “practicable’”’ and “‘rea- 
sonable” used in the Institute statement 
are discussed. He concludes that “‘it is 
generally recognized that only the most 
unusual circumstances would permit an 
accountant to assume that he had fol- 
lowed accepted auditing standards when 
he had not undertaken the confirmation, 
at least by test methods, of the receivables 
of a company being audited.” 

Other phases of the topic treated in- 
clude: positive vs. negative confirmation, 
test confirmations, confirmation replies, 
confirmation at other dates, reliance upon 
internal control, special wartime receiv- 
ables, and receivables as collateral. 

An appendix titled, ‘Verification of 
Notes and Accounts Receivable” adapted 
from Examination of Financial Statements 
by Independent Public Accountants with 
deletions and addendum to give effect to 
Extensions of Auditing Procedure is an 
appropriate addition to the paper. 


Harvey G. MEYER 
University of Tennessee 


Accounting Systems and Other 


Subjects 
Chapter 
16. Accounting Systems—Eric A. Cam- 
man 


17. Cost Accounting—Harry E. Howell 

18. Budgets and Budgetary Control— 
Prior Sinclair 

19. The Preparation of Accountants’ Re- — 
ports—John H. Zebley, Jr. 

20. Utility Regulation—Henry A. Horne 

21. Accounting for Investment Companies 
—H. I. Prankard, 2nd 

22. Bankruptcy Law—Charles S. Banks 

23. Professional Ethics—John L. Carey 
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Accounting Systems—Eric A. Camman 


The author has confined the scope of 
this chapter mainly to describing some of 
the more prominent developments dur- 
ing the war years which have affected ac- 
counting systems design, emphasis being 
placed upon the impact of Federal Laws 
and Administrative Regulations on ac- 
counting systems. 

He has proceeded on the assumption 
that, “articles which have already been 
published in-various periodicals on phases 
of these changes will be more helpful and 
instructive than either an abstract thereof 
or any new presentation that could be 
written for the purpose in a short time.” 

The first article reprinted is, ““A Me- 
chanized, Many Purpose Payroll Plan,” 
by A. J. Fournier, which originally ap- 
peared in The Controller, December, 1944. 
The article describes in detail a method of 
payroll accounting embodying the use of 
accounting machines. 

The second article reprinted is, ““A Man- 
ual Payroll System for Present Day 
Needs,” by Frank D. Burk. This appeared 
in NACA Bulletin, Vol. XXIV, No. 10, 
January 15, 1943. All payroll records de- 
scribed are kept by hand. 

A third article titled, “Problems of Ac- 
counting for Materials Furnished by 
Prime Contractors to Fixed Price Subcon- 
tractors,” by Julian A. Hawk, is reprinted 
from Wartime Accounting, 1942, pp. 67-74. 
This article discusses the use of flow 
charts, charging subcontractors on a value 
basis, charging subcontractors on a unit 
basis, methods used to control quantities, 
problems of handling scrap and rejections, 
and inventories. Examples of a flow chart 
and of a simplified inventory control sys- 
tem are appended. 

The fourth, and final article reprinted 
is, “Unit Equipment and Depreciation 
Records,” by Joseph J. McGuigan. This 
was taken from Profit, Vol. 12, No. 9, 


September, 1941. The article presents one 
method for the keeping of unit cost ree. 
ords on equipment. The illustrative forms 
are all standard Pathfinder forms. 

The material should be of interest to 
readers who have problems similar to 
those covered. 


Cost Accounting—Harry E. Howell 


The author presumes that the reader has 
a basic knowledge of cost accounting 
theory and familiarity with manual and 
mechanical cost recording procedures, He 
discusses the development and trends in 
cost accounting over the past several 
years, and considers the possible effect of 
wartime experience on post-war cost ac- 
counting principles, procedures, methods, 
and the use of information derived there- 
from. 

In twenty-two pages, he somehow man- 
ages to discuss cost systems, control of 
manufacturing costs, predetermined costs, 
production and cost center budgeting, con- 
trol of distribution costs, differential costs, 
the use of cost information in pricing, and 
cost reports. 

The presentation is interesting, informa- 
tive, and stimulating. The chapter should 
be required reading for all students major- 
ing in accounting, at least until such future 
time as cost accounting text books are 
brought up-to-date. Many practitioners 
should find it of value, too. 

The sections dealing with the relation- 
ships between cost procedure and price 
policy and practice during the war and in 
the post-war period provide much food 
for thought. There is no problem of greater 
import in present day business and econo- 
mic life than sound pricing. The key to 
sound pricing in the long run certainly lies 
in full information on costs. Currently, a 
full knowledge of costs is essential to op- 
timum operation under price control regu- 
lations. 


Bua 
dl 
T 

cou. 

of 1 

bud 

is 

cal 

pro 

The 

cou: 

mel 
T 


Pe BEB LY BS B- 


nic 


bud 
ca 

the 
con 
mir 
as 

and 
bus 
brie 
is 

he 


Book Reviews 


Budgets and Budgetary Control—Prior Sin- 
clair 

To a considerable extent this chapter 
could be characterized as being an outline 
of the theory and practice of business 
budget planning and control. The subject 
is considered not as a matter of mechani- 
cal routine or as a phase of accounting 
procedure, but as reflecting the considered 
plans of practical business management. 
The close relation of budgeting to the ac- 
counting function is noted and is com- 
mented on throughout the article. 

The author sets forth the purposes of the 
budget. Several different budget classifi- 
cations are discussed. The limitations of 
the budget are made clear. Some detailed 
comments on budget organization and ad- 
ministration are made covering such points 
as the preparation, approval, installation 
and administration of the budget. 

The various types of budgets used in 
business administration are discussed 
briefly. These are: Master Budget, Finan- 
cial Budget, Estimated Balance Sheet, 
Estimated Profit and Loss Statement, 
Sales Budget, Production Budget, Mate- 
tials Budget, Purchase Budget, Labor 
Budget, Manufacturing Expense Budget, 
Selling Expense Budget, Advertising Bud- 
get, Management Expense Budget, Plant 
and Equipment Budget, and the Retail 
Merchandise Budget. 

The methods used in constructing the 
budgets in an actual case are discussed in 
several paragraphs. Here again, the pro- 
cedure is outlined only. Much more in- 
formation would be needed to make the 
illustrative case fully comprehensible. 

The chapter closes with a discussion of 
the Profit Realization Chart and of Budget 
Reports. 

As an introduction to the subject, this 
is an excellent article. A rather compre- 
hensive view of both the theory and tech- 
nic of budgeting is presented. Fortunately 
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or unfortunately, the reader is left with 
the feeling that in applying the technic to 
a given business, he would really be up 
against the awfulness of reality. 


The Preparation of Accountants’ Reports— 
John H. Zebley, Jr. 


Mr. Zebley’s article might better be 
titled ‘‘The Preparation of Accountants’ 
Reports Related to: (1) the Examination 
of Financial Statements, (2) Special Ex- 
aminations,” since those are the subjects 
discussed. His thoughts are mostly in 
terms of independent public accountants, 
clients, engagements and examinations. 
He does not consider per se accounting 
reports prepared within the business itself. 
Within these limits, Mr. Zebley has pre- 
pared an article of unusual merit. 

He discusses: the Preliminary Planning 
of the Report, Responsibility for Financial 
Statements, Variation in Form of Reports, 
General Arrangement of Report on Exam- 
ination of Financial Statements, Com- 
ments on Specific Items on Financial — 
Statements, Common Faults in Report 
Writing, Composition of Report, and 
Checking and Reviewing Report. 

The section dealing with Common 
Faults in Report Writing should be of 
value to all accountants. A report which 
meets the critical requirements set up 
therein, will be a good report. 


Utility Regulatton—Henry A. Horne 


The reviewer approaches this chapter 
devoid of prejudice and with an open 
mind, since he knows almost nothing con- 
cerning either public utility regulation or 
accounting in the public utility field. 
There is some probability, therefore, that 
his reactions as a reader may be typical. 

Mr. Horne states in his conclusion that, 
“This is an outline only, of the points at 
which the regulation of public-utility en- 
terprises has impinged on the practice of 
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accountancy. Accompanying and inter- 
woven with that outline has been placed 
what was hoped to be a recital of historical 
background sufficient to enable the reader 
to understand the motives behind most of 
the conflict that was referred to in the 
opening paragraphs of this chapter.’”’ The 
conflict referred to is about accounting 
questions in the field of public-utility regu- 
lations in the years 1938 to 1945. 

The accounting phase which has to do 
with the amounts at which the utility 
companies investment in operating plant 
and equipment should be recorded in their 
accounts is traced from ‘Smyth versus 
Ames” in 1890 through the “Arkansas 
Light and Power Company” and the 
“Montana Power Company” cases in 
1944. The phase of accounting dealing with 
the treatment of provisions for deprecia- 
tion is traced from the writing of Lawrence 
R. Dicksee, FCA, in 1892 to the discussion 
of the NARUC Committee report of 1944 
by George O. May in the Journal of Ac- 
countancy, January 1945. 

The reader cannot escape concluding 
that: 

1. The conflicts mentioned have not yet 
been reconciled. 

2. Accounting principles and terminol- 
ogy as set forth in public utility law and 
regulations mean precisely what the jus- 
tices or commissioners intend them to 
mean at the time they set them forth. 
Whether or not these conform to what ac- 
countants consider sound and generally 
accepted, actually has had only little to do 
with the matter to date. 


Accounting for Investment Companies— 
H. I. Prankard, 2nd 


The subject matter of this chapter in all 
probability will not be of great interest to 
many readers, because of its special nature. 
In the main, it is a technical discussion of 
the accounting problems and audit pro- 
cedures peculiar to closed-end and open- 
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end management investment companies, 

The author introduces the subject by 
setting forth a broad classification of in- 
vestment companies and by giving a brief 
history of investment companies before 
and after 1929. 

The general accounting requirements of 
management investment companies are 
considered in detail. The principal de- 
velopments prior to Januray 1, 1940, and 
developments since that date are discussed 
at some length. The rulings of the Securi- 
ties and Exchange Commission promul- 
gated to the end of 1944, which are of par- 
ticular interest to accountants, are set 
forth with brief descriptions. 

The author delineates his understanding 
of the generally accepted accounting prin- 
ciples as at April 1, 1945. The treatment of 
interest received on defaulted and con- 
tingent interest bonds is considered in 
detail. The author disagrees with the chief 
accountant of the Securities and Exchange 
Commission as to the proper method of 
accounting for such interest. He gives his 
reasons for disagreeing, citing an interest- 
ing experience of one investment company 
in support of his viewpoint. 

The Federal Income Taxation of Regu- 
lated Investment Companies under Sup- 
plement Q of the Internal Revenue Code 
is summarized and analyzed. 

An outline of auditing procedures for 
examinations of financial statements of 
management investment companies is sug- 
gested. A detailed program for the audit of 
a company’s investments is presented as a 
part of the outline. 

Finally, the financial statements of 
closed-end and open-end management 
companies, unit investment trusts, and 
periodic payment plan trusts are con- 
sidered. 

The author expects that there will be 
many changes in the future in the account- 
ing principles and practices applicable to 
investment companies. 
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Bankrupicy Law,—Charles S. Banks 


Mr. Banks has presented in this chapter 
much of the information which an account- 
ant should have of bankruptcy legislation 
and its administration in the district courts 
of the United States. The legislation dis- 
cussed is the United States Bankruptcy 
Act, commonly referred to as the “Chand- 


. Jer Act,”’ which was passed by the 75th 


Congress, and which became effective on 
September 22, 1938. 

The following principal subjects are dis- 
cussed in detail: Bankrupts, Corporate 
Reorganizations, Arrangements, and Real 
Property Arrangements by Persons Other 
Than Corporations. 

The chapter should be especially valua- 
ble to individuals who plan to take the 
Certified Public Accountants Examina- 
tion. Answers to many of the questions on 
bankruptcy included in recent American 
Institute of Accountants Law Examina- 
tions are to be found therein. 


Professional Ethics—John L. Carey 


This chapter is in the main a restate- 
ment of the rules of professional conduct of 
the American Institute of Accountants. 
Mr. Carey sets forth all the rules in nu- 
merical sequence and adds whatever com- 
ment seems necessary after each one. The 
reviewer finds that he has little to say be- 
yond the remark that, “This is it.” A 
more literate review perhaps would say, 
“These are they.” 

In the final analysis, the ethics of a pro- 
fession evolve. Most of the rules of conduct 
of the American Institute of Accountants 
have developed over the past forty years. 
There are only sixteen of them. To quote 
Mr. Carey, “They are intended to safe- 
guard the individual practitioner against 
pitfalls of which he might otherwise be un- 
aware; to reassure the public that it may 
repose its confidence in the profession and 
that its interests will be protected; to pre- 


239 


serve friendly relations among practi- 
tioners and minimize internal friction so 
that the profession may be united.” 
Haro_p B. EVERSOLE 
State University of Iowa 


Federal Taxation 
Chapter 
24. Major Legislative Changes and 
Judicial Decisions Since 1939— 
Maurice Austin 


25. Changes in Determination of Tax- 

able Gross Income—Charles 
Melvoin 

26. | Changes in Deductions and Cred- 
its—Henry B. Fernald 

27. Changes in Taxation of Corpo- 
rations—Mark E. Richardson 

28. Changes in Tax Procedures and 
Practice—J. K. Lasser 

29. Income Taxation of Trusts and 
Estates—Marquis G. Eaton 

30. Gift and Estate Taxes—Walter 
A. Hurley 


General Comments: 


Starting, for the most part, with the In- 
ternal Revenue Code which constituted a 
codification and consolidation of all exist- 
ing internal revenue laws at January 2, 
1939, the principal changes in the field of 
Federal income, estate, and gift taxation, 
occurring up to early in 1945, are sum- 
marized and briefly discussed in this sec- 
tion. 

The galloping pace of changes and de- 
velopments in Federal income taxation has 
been such that those who have been away 
from this sort of work for some length of 
time may find the subject matter much 
more than a “Refresher Course.” Some 
parts will comprise an almost new field of 
study. Even one who has lived through and 
with the events and changes which are 
summarized, cannot deny a feeling of fresh 
surprise and consternation in looking back 
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at what has occurred. The shifts, changes 
and alterations indeed have been so nu- 
merous and substantial that the practi- 
tioner and the accountant who has not 
completely lost contact, as well as one who 
must reestablish himself, will find the sum- 
marization very helpful. 

The reviews and discussions are rich 
with practical explanations. Subject mat- 
ter which might be expected to be as dry 
as dust takes on new life when the reasons 
for certain changes, the apparent legisla- 
tive intent, the practical results, and re- 
maining uncertainties are pointed out. In 
a few places in the section, the language 
used shows the unfortunate influence of 
the intricate and devious mode of expres- 
sion contained in the Code and Regula- 
tions. In the main, however, this insidious 
influence has been resisted. By their per- 
formance, the authors demonstrate the 
practicability of the use of simple English 
and direct statement in the field of Federal 
taxation. It is refreshing to find that double 
and triple negatives, unstated inferences, 
parenthetical expressions and references, 
and other confusing “hocus-pocus” verbi- 
age (which seem to have become part and 
parcel of the Code and Regulations and 
some Decisions) are not inherently neces- 
sary. 

The pace of the changes is inevitably 
emphasized by the developments which 
have taken place since the sections were 
written. Only brief reference is made to the 
Tax Adjustment Act of 1945. The Revenue 
Act of 1945 was as yet unborn at that time. 
In the six months since the editor com- 
pleted his introduction, the Supreme 
Court of the United States has spoken on 
a number of issues (family partnerships, 
for instance) in a way to change some of 
the concepts which were entertained when 
the section was written. This dating of the 
material does not detract from its value, 
but points, however, to an opportunity for 


the maintenance of very valuable data 
through periodic revision. 

The objective of this section is stated by 
Mr. Maurice Austin as follows: 

“By their very nature, therefore, these chapters 
are not and do not purport to be a complete course 
on the subject, but, rather, are intended to con- 
stitute a connecting link, to bridge the gap which 
the war period has created for those previously 
experienced in taxes who have lost contact there- 
with by reason of their part in the war effort. It 
is perhaps unnecessary to add that these chapters 
are not intended to replace, but rather to supple- 
ment, statutes, regulations, complete courses, 
texts, services, tax periodicals, and other similar 
materials.” 

The first six chapters are devoted to 
changes in income taxation, appropriately 
organized as indicated by the chapter 
titles. The material, presented by six dif- 
ferent authors, is remarkably well coordi- 
nated. There is relatively little unnecessary 
repetition. 


Major Legislative Changes and Judicial De- 
cistons Since 1939—Maurice Austin 


The tempo and informative style that is 
characteristic of this section is first ap- 
parent on page 10 of the first chapter. At 
that point Mr. Austin begins his very 
capable summarization of a few of the out- 
standing decisions of the United States 
Supreme Court under the heading, “Major 
Judicial Decisions.” The first ten pages 
(except page 1) contain a listing of most of 
the changes enacted by the consecutive 
Revenue Acts from 1939 to 1945. Although 
necessary, the listing produces an unfortu- 
nate beginning. The reader is deluged by 
torrents of unrelated facts which are diffi- 
cult to understand and virtually impossible 
to remember. These pages create much of 
the same feeling of frustration and dis- 
couragement which may be encountered 
by anyone beginning or going back to 4 
study of income tax matters. If the pro- 
spective reader can steel himself to endure 
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this initiation (or scan the data as a source 
for future reference), his fortitude will be 
rewarded by the presentation from page 
10 on. The chapter concludes with a brief 
discussion of ‘Tax Accounting versus 
GenerallyAccepted Accounting Principles.” 


Changes in Determination of Taxable Gross 
Income—Charles Melvoin 


Charles Melvoin’s chapter on “Changes 
in Determination of Taxable Gross In- 
come, Including Capital Gains and Losses” 
discusses seventeen instances and situa- 
tions in which extensive changes, both 
statutory and otherwise, have occurred, in 
addition to the changes in Capital Gains 
and Losses. In his introduction, he states: 

“Many of these changes involve the introduc- 
tion of new concepts in respect of what consti- 
tutes gross income, and serve further to direct 
attention to the apparently irreconcilable dif- 
ferences and disparities between accounting and 
tax determination of income. 

Of necessity, the choice of materials to be 
emphasized has had to be limited, and so instances 
and situations, other than those specifically 
covered herein, have either had to be completely 
omitted or otherwise cursorily dealt with...” 


Each of the topics is introduced by 
“general statement” which briefly, but ef- 
fectively, outlines background informa- 
tion. The discussion then proceeds, 
through reference to specific decisions, 
rulings, sections of the law, etc., in descrip- 
tion of the nature of the changes which are 
deemed pertinent. 


Changes in Deductions and Credits—Henry 
B. Fernald 


This chapter gives consideration to (a) 
deductions of Section 23 to be made from 
gross income to arrive at the net income 
specified in Section 21, (b) the credits ap- 
plicable against such net income in the 
computation of tax, and (c) the credits 
which are permitted in determining the 
amount of tax which is payable. 


241 


The comparison is made only between 
the Code as originally enacted and the law 
as it existed at March 31, 1945, without 
attempting to trace all the progressive and 
variant changes that were effective for one 
year or another of this period. The subject 
matter carries out the author’s intention: 
“to state the general nature of the changes with- 
out attempting to state all their many specifica- 
tions, technicalities, and limitations, for which 
reference should be made to the law or regulations 


or textbooks and services which have been is- 
sued.” 


Approximately one-third of the chapter is 
devoted to a rather detailed discussion of 
the treatment of war losses. ' 


Changes in Taxation of Corporations— 
Mark E. Richardson 


In his chapter, Mark E. Richardson 

undertakes the tremendous task of de- 
scribing in some detail, but in a limited 
space, the excess profits tax on corpora- 
tions. The author’s discretion in choosing 
the balance between broad outline and 
specific description is admirable. He states: 
“this review can serve only as a guide and the 
actual application of any statutory provision in 
any particular circumstance can be determined 
only after study of the pertinent statute or 
regulations.” 
The “guide” which he has produced corre- 
lates the provisions relative to excess pro- 
fits tax (and the many changes therein) in 
a very helpful manner. In addition, ““Regu- 
lar Corporation Rates,” “Consolidated 
Returns” and “Surtax in Corporations 
Improperly Accumulating Surplus” are 
outlined and discussed briefly. 


Changes in Tax Procedures and Practice— 
J. K. Lasser 

For his discussion of “Changes in Tax 
Procedures and Practice,” J. K. Lasser has 
selected ten topics relative to the method 
of making tax returns and the mechanics 
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of assessment or collection as it concerns 
the corporation and individual taxpayer. 
He also reports on “Changes in the Tax 
Court organization and work” and the 
“Result of the Dobson case in tax appeals.”’ 
In addition, Mr. Lasser summarizes the 
change in the activities of the Bureau of 
Internal Revenue, which he refers to as 
“...an emphatic change for the better in 
several points on which accountants had 
many complaints before the war.” 

The three topics relative to individual 
returns and procedures require almost half 
of the chapter. Emphasis is also given to 
rules for preparing returns after renegoti- 
ation and termination, as well as to the 
considerable difficulty which still exists as 
a result of the difference between the ac- 
counting and the tax concepts of income. 

The presentation is in line with Mr. 
Lasser’s usual clarity. There is a philo- 
sophical note in his comment: 

“Thus the decisions pile up, as do the texts and 
the commentaries. There is a monumental task 
for those who would research even the simplest 
tax note. However, the complications and con- 
tinuing massing of precedent are not without their 


compensations and pleasures for the breed of 
quaint people who live in work of this sort.” 


Income Taxation of Trusts and Estates— 
Marquis G.. Eaton 


The flow of important changes is further 
reflected in the chapter by Marquis G. 
Eaton, which covers the subjects treated 
in the trust supplement of the Code. As 
stated by Mr. Eaton: 


“the changes have been so far-reaching as to 
represent in some particulars an about-face in the 
basic theory upon which estates and trusts are 
taxed. Under such circumstances it would be dif- 
ficult, and perhaps futile, to discuss the changes 
of the period without recognition of the structure 
upon which they were imposed. 

“It will be the aim of this chapter, then, to dis- 
cuss the trust supplement in its entirety, but with 
more detailed treatment of the new provisions 
than of the old. Where material statutory changes 
have been made in the 1940-1944 period mention 
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will be made of that fact. The arrangement follows 
the order of the sections in the Code.” 


The author refers repeatedly to the spe- 
cific phraseology of the Code and Com. 
mittee Reports by quotation of pertinent 
provisions. His discussion proceeds to 
high-light, distinguish, and explain the 
meaning and limitations reflected in such 
phraseology. The result is a highly infor- 
mative coverage of the subject. 


Gift and Estate Taxes—Walter A. Hurley 


The final chapter is the only one in the 
section not concerned with income taxa- 
tion. It is also the only chapter which is 
not burdened with the necessity of report- 
ing and explaining numerous substantial 
changes. The presentation includes filled-in 
specimen returns, tables of tax rates, and 
tables of present worth, in addition to spe- 
cific discussions of principles and pro- 
cedures. 

In summary, it is recognized that a 
monumental task has been approached 
with courage and intelligence. The task 
has been capably executed. The section is 
recommended for reading and study by 
private accountants and executives, as 
well as by public accountants, as a valua- 
ble source of background and explanatory 
information. The presentation is sufi 
ciently detailed and specific to merit the 
attention of experienced tax practitioners. 

T. K. RipprrorD 

Minneapolis 


Government Relations with Business 


Chapter 
31. War Contracts—Carman 6. 
Blough 
32. Wage and Salary Stabilization— 
David C. Anchin 


33. Fair Labor Standards Act- 
Raymond G. Ankers 

34. Priorities and Allocations—Albin 
D. Strandberg 
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35. Price Administration—Paul M. 
Green 

36. Surplus War Property—Joseph 
B. Baerncopf 

37. Financing of War Production 
Contracts and War Plant Fa- 
cilities—Milo B. Hopkins 

38. Requirements of the Securities 
and Exchange Commission— 
William W. Werntz and 
Edmund B. Rickard 


General Comments 


The eight chapters in this section cover 
a wide range of topics. Six of the chapters 
cover accounting aspects of wartime con- 
trols; while chapters 33 and 38 cover two 
fields of governmental relations with busi- 
ness which began well before the war and 
which have more permanent status. Since 
the wartime controls, whether abandoned 
or still in effect, will continue to present 
many problems to the practicing account- 
ant for some time to come, all of these 
chapters should be of more than historical 
interest to the profession. While the chap- 
ters are quite uneven in the extent of 
coverage of the various topics, they all give 
avaluable starting point to the reader. who 
wishes to brush-up on the events of the 
war period, and all include excellent bibli- 
ographies to guide further study. 


War Contracts—Carman G, Blough 

This chapter begins with a discussion of 
the legal and administrative background 
of government procurement and of the 
procurement organization within the War 
and Navy departments and other agencies. 
There follows a discussion of the problems 
of contract pricing under war conditions 
and an analysis of fixed price contracts, 
cost-plus-fee contracts and incentive con- 
tracts. T.D. 5,000 of August 1940, jointly 
approved by the Treasury, War and Navy 
departments, and the manual entitled 
“Explanation of Principles for Determin- 
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ing Costs under Government Contracts,” 
issued by the War and Navy departments 
in April 1942, are referred to in this con- 
nection but no discussion or analysis is 
made of the provisions of these statements 
of the government’s position with respect 
to allowable costs. 

Procedures and problems of repricing 
contracts are next discussed and the 
growth of renegotiation is traced through 
the period covered by the 1943 Act (to 
December 31, 1945). Since the act provides 
that proceedings may be begun up to one 
year after the close of the fiscal year or 
after the date of filing a mandatory state- 
ment (which may be as much as four 
months after the close of the fiscal year), 
whichever is later, and one more year is 
allowed to reach an agreement or to issue 
an order by the Board, the accountants 
are likely to find renegotiation problems 
arising for at least two years to come. The 
Act defines “excessive profits” in very 
general terms and the determination of 
excessive profits on particular contracts 
and on the overall war business of particu- 
lar contractors is left almost wholly to the 
judgment of the negotiators. Settlement 
by agreement is depended on whenever 
possible, although in general the boards 
have followed the policy of not haggling 
once their position on any given situation 
is determined. The effects of recapture of 
excessive profits on income tax liabilities 
and payments have been clarified on a 
reasonable and simple basis by the Bureau 
of Internal Revenue in a statement of 
policy (IT 3577) which was later adopted, 
by amendment to the Renegotiation Act 
into the law. 

The chapter closes with a discussion of 
contract termination problems, procedures 
and principles of settlement. The adoption 
of a uniform termination article for fixed- 
price contracts and the setting up of the 
Office of Contract Settlement within the 
Office of War Mobilization and Reconver- 
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sion in October, 1944, have avoided many 
of the difficulties met in settling contracts 
in World War I. Centralization and 
standardization of procedures and princi- 
ples and the use of advisory committees 
on special aspects of the problems of ter- 
mination have led to reasonably direct and 
prompt methods and procedures for the 
termination of contracts, plant clearance, 
interim financing and final settlement. 
Regulations and memoranda have given 
reasonable latitude to the contractors’ sys- 
tems of record-keeping and statements. 
While the flood of contract terminations 
that came with V-J Day has put heavy 
pressures on the structure described in this 
section, it appears that the hope of “sound 
accomplishment”’ expressed by Mr. Blough 
is in process of fulfillment. 


Wage and Salary Stabilization—David C. 
Anchin 


This chapter contains an extremely com- 
pact but comprehensive summary of the 
growth and development of the adminis- 
tration of the Stabilization Act of 1942. 
Mr. Anchin points out the responsibilities 
of the accountant in seeing that proper 
records are kept, that liabilities arising 
under the Act are discovered and dis- 
closed, and that clients are properly ad- 
vised and represented in disputes or pro- 
ceedings. 

The jurisdiction of the various agencies 
of government over wage stabilization is 
outlined and the determination of the ef- 
fective date of the law and the classifica- 
tion of employees and the establishment of 
the controlling regulations applying to 
each group and classification are discussed, 
followed by a brief summary of the govern- 
ment’s audit procedure for discovering 
violations. 

The next (and main) section of this 
chapter discusses at some length the main 
problems arising and the rules and pro- 
cedures adopted by the administering 
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agencies to carry out the purposes of the 
Act, including an outline of the minimum 
requirements for record-keeping. 

In the last section, Mr. Anchin returns 
to the problem of the accountant and indj- 
cates the auditing steps necessary to per- 
form his function and concludes with a 
brief statement of the common violations 
which should be guarded against. 


The Fair Labor Standards Act—Ray- 
mond G. Ankers 

Mr. Ankers outlines, in this brief chap- 
ter, the purposes and main provisions of 
this Act. He discusses the coverage and 
overtime pay provisions of the act, and the 
working of the “time-off” and “prepay- 
ment” plans of wage payments. Next he 
presents a summary of the required records 
and a discussion of the child labor pro- 
visions of the act. He discusses the impact 
of the act upon accounting firms with re- 
spect to their own employees and con- 
cludes with a brief reference to the 
auditor’s responsibilities concerning pre- 
vention and detection of violations during 
the conduct of an audit. 


Priorities and Allocations—Albin D. 
Strandberg 

This chapter outlines the beginnings of 
priority controls under the Production Re- 
quirements Plan and its transformation 
into the Controlled Materials Plan that 
became the basic control used by the 
W. P. B. in directing and expediting war 
and necessary civilian production. The 
bulk of the chapter is taken up with a de- 
scription of the major aspects of the plan, 
and the kind and form of records required 
or necessary. With the ending of the war 
the plan became history, in large part, but 
current discussion indicates at least a 
chance of its revival in some fields. 


Price Administration—Paul M. Green 


Mr. Green presents a summary of the 
policies and principles of O.P.A. in its wat- 
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time administration of price control, point- 
ing out the standards for prices and for 
determination of allowable adjustments, 
and the necessity for acquiring much ac- 
counting and other data from firms and 
industries in order to administer the law. 
The basic reporting form used by the 
agency is reprinted at the end of the chap- 
ter. A most welcome addition to this chap- 
ter would have been a section on price 
control during reconversion and after, and 
some discussion of the accounting prob- 
lems arising out of petitions for price ad- 
justment and the pricing of “new” goods. 


Surplus War Property—Joseph B. Baern- 
copf 

This very brief chapter is a summary of 
the provisions of the Surplus Property Act 
of 1944 and of the controlling sections of 
the War Mobilization and Reconversion 
Act of 1944, which set up the OWMR, 
which in turn gives general direction to 
the Surplus Property Board. The impact 
on accountants, beyond a need for a gen- 
eral knowledge of the provisions of the 
Acts, will come mainly in their work with 
the armed forces and other agencies of the 
government. 


Financing of War Production Contracts and 
War Plant Facilities—Milo B. Hopkins 


This chapter presents a discussion of the 
various methods used by the government 
to expand rapidly the industrial capacity 
of industry for the production of the 
eventual flood of war goods which over- 
whelmed our enemies. Mr. Hopkins out- 
lines the use of advance and partial pay- 
ments to contractors, the activities of the 
Smaller War Plants Corporation, the use 
of V,VT, and T credits, and the financing 
procedures of the RFC, and of its subsidi- 
ary, the Defense Plant Corporation. He 
concludes with a discussion of the pro- 
visions of the Emergency Plant Facilities 
Contracts. While specific accounting prob- 
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lems and impacts are not discussed, a 
reading of this chapter will indicate many 
considerations that will plague the ac- 
countant for some time to come. 


Requirements of the Securities and Exchange 
Commission—William W. Werntz and 
Edmund B. Rickard 


The accounting requirements developed 
and enforced by the S.E.C. in administering 
the laws concerning securities and security 
exchanges have been of the greatest im- 
portance in determining the growth and 
development of accounting principles and 
practices. The discussion of the Commis- 
sion’s activities in accounting matters 
covers the period 1940-1945 and begins 
with a discussion of the development of ac- 
counting principles. The Associated Gas 
and Electric Case (1942) is used to open 
the discussion of consistency and asset 
valuation, and other cases cited to illus- 
trate various faulty or inconsistent prac- 
tices the Commission has had to contend 
with. The recognition, valuation, and 
amortization of goodwill and other in- 
tangibles is next discussed, followed by a 
discussion of problems connected with the 
valuation of property acquired for stock, 
premiums on preferred stock retired, and 
quasi-reorganizations. Concerning this last 
item, the Commission in 1941 took a po- 
sition with respect to certain minimum 
requirements which must be met before 
such a quasi-reorganization is considered 
to have been effected, and set forth certain 
general rules to be observed, but many 
specific accounting problems arising out of 
such reorganizations had to be handled as 
individual cases and the inadequacies of 
current principles and practicesconcerning, 
for example, net write-ups in such situa- 
tions, were demonstrated. The next sec- 
tions cover various problems arising out of 
war contracts, post-war reserves and con- 
tract termination, followed by sections 
concerned with the form of the income 


ne 
ns 
di- 
a 
ns 
y- 
p- 
of 
nd 
he 
y- 
he 
ds 
act 
re- 
he 
re- 
ng 
of 
ion 
nat 
he 
var 
he 
de- 
al | 
ed 
put 
a 
the 
ar- 


246 


statement, accounting for income taxes, 
defaulted interest, and disclosure by foot- 
notes to the statements. The next two 
main sections cover auditing principles and 
practice and standards of professional 
conduct, particularly the independence of 
the auditor. The chapter closes with a brief 
summary of the commission’s activities in 
certain specialized fields: public utility 
holding companies, investment companies, 
and security brokers and dealers. 

This closing chapter of this section and 
of the whole volume should be compared 
with Chapter I for, in a sense, much of the 
discussion in that first chapter arose from 
the consideration of situations brought to 
the attention of accountants by the S.E.C. 
and the position taken by the S.E.C. on 
many of the accounting problems had to be 
taken in the absence of clear and well es- 
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tablished principles developed by they 
counting profession. Various questions 
which the S.E.C. is apparently still waitj 
for some such agreement and recognifi 
of controlling principles are still openj] 
it behooves the profession to go much 
ther along such lines, or more rules 
regulations will be established by defai 
Such “rules” as are illustrated by this: 
from Chapter I do not seem to this” 
viewer to be the answer to such a neg 
own preference would be, . . . foraiti 
which would exclude gains and losses ff 
income accounts except where they cot 
be shown or fairly be presumed to resi 
from causes the effects of which it is gem 
ally regarded as desirable to reflect in og 
cepts of income.” (Ch. I, p. 13) : 
F.M.Bo 
University of Minnesota 
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